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SUMMARY: The OCC, Board, FDIC,
Commission, FHFA, and HUD (the
agencies) are adopting a joint final rule
(the rule, or the final rule) to implement
the credit risk retention requirements of
section 15G of the Securities Exchange
Act of 1934, as added by section 941 of
the Dodd-Frank Wall Street Reform and
Consumer Protection Act (the Act or
Dodd-Frank Act). Section 15G generally
requires the securitizer of asset-backed

securities to retain not less than 5
percent of the credit risk of the assets
collateralizing the asset-backed
securities. Section 15G includes a
variety of exemptions from these
requirements, including an exemption
for asset-backed securities that are
collateralized exclusively by residential
mortgages that qualify as “qualified
residential mortgages,” as such term is
defined by the agencies by rule.

DATES: Effective date: The final rule is
effective February 23, 2015.

Compliance dates: Compliance with
the rule with respect to asset-backed
securities collateralized by residential
mortgages is required beginning
December 24, 2015. Compliance with
the rule with regard to all other classes
of asset-backed securities is required
beginning December 24, 2016.
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I. Introduction

The agencies are adopting a final rule
to implement the requirements of
section 941 of the Dodd—Frank Act.?
Section 15G of the Exchange Act, as
added by section 941(b) of the Dodd-
Frank Act, generally requires the Board,
the FDIC, the OCC (collectively, the
Federal banking agencies), the
Commission, and, in the case of the
securitization of any “residential
mortgage asset,” together with HUD and

1Public Law 111-203, 124 Stat. 1376 (2010).
Section 941 of the Dodd-Frank Act amends the
Securities Exchange Act of 1934 (the Exchange Act)
and adds a new section 15G of the Exchange Act.
15 U.S.C. 780-11.

FHFA, to jointly prescribe regulations
that (i) require a securitizer to retain not
less than 5 percent of the credit risk of
any asset that the securitizer, through
the issuance of an asset-backed security
(ABS), transfers, sells, or conveys to a
third party, and (ii) prohibit a
securitizer from directly or indirectly
hedging or otherwise transferring the
credit risk that the securitizer is
required to retain under section 15G and
the agencies’ implementing rules.2
Compliance with the final rule with
respect to securitization transactions
involving asset-backed securities
collateralized by residential mortgages
is required beginning one year after the
date of publication in the Federal
Register and with respect to
securitization transactions involving all
other classes of asset-backed securities
is required beginning two years after the
date of publication in the Federal
Register. References in this
Supplemental Information and the rule
itself to the effective date of the rule (or
similar references to the date on which
the rule becomes effective) are to the
date on which compliance is required.

Section 15G of the Exchange Act
exempts certain types of securitization
transactions from these risk retention
requirements and authorizes the
agencies to exempt or establish a lower
risk retention requirement for other
types of securitization transactions. For
example, section 15G specifically
provides that a securitizer shall not be
required to retain any part of the credit
risk for an asset that is transferred, sold,
or conveyed through the issuance of
ABS interests by the securitizer, if all of
the assets that collateralize the ABS
interests are ““qualified residential
mortgages” (QRMs), as that term is
jointly defined by the agencies, which
definition can be ‘““no broader than” the
definition of a “qualified mortgage”
(QM) as that term is defined under
section 129C of the Truth in Lending
Act (TILA),? as amended by the Dodd-
Frank Act, and regulations adopted
thereunder.4 In addition, section 15G
provides that a securitizer may retain
less than 5 percent of the credit risk of
commercial mortgages, commercial
loans, and automobile loans that are
transferred, sold, or conveyed through
the issuance of ABS interests by the
securitizer if the loans meet
underwriting standards established by
the Federal banking agencies.®

2 See 15 U.S.C. 780-11(b), (c)(1)(A) and

(c)(1)(B)(id).

315 U.S.C. 1639c.

4 See 15 U.S.C. 780—11(c)(1)(C)(iii), (e)(4)(A) and
(B).

5 See id. at sections 780-11(c)(1)(B)(ii) and (2).

Section 15G allocates the authority for
writing rules to implement its
provisions among the agencies in
various ways. As a general matter, the
agencies collectively are responsible for
adopting joint rules to implement the
risk retention requirements of section
15G for securitizations that are
collateralized by residential mortgage
assets and for defining what constitutes
a QRM for purposes of the exemption
for QRM-backed ABS interests.6 The
Federal banking agencies and the
Commission, however, are responsible
for adopting joint rules that implement
section 15G for securitizations
collateralized by all other types of
assets,” and are authorized to adopt
rules in several specific areas under
section 15G.8 In addition, the Federal
banking agencies are jointly responsible
for establishing, by rule, underwriting
standards for non-QRM residential
mortgages, commercial mortgages,
commercial loans, and automobile loans
(or any other asset class established by
the Federal banking agencies and the
Commission) that would qualify
sponsors of ABS interests collateralized
by these types of loans for a risk
retention requirement of less than 5
percent.® Accordingly, when used in
this final rule, the term “agencies” shall
be deemed to refer to the appropriate
agencies that have rulewriting authority
with respect to the asset class,
securitization transaction, or other
matter discussed.

For ease of reference, the final rule of
the agencies is referenced using a
common designation of section 1 to
section 21 (excluding the title and part
designations for each agency). With the
exception of HUD, each agency is
codifying the rule within its respective
title of the Code of Federal
Regulations.10 Section 1 of each

6 See id. at sections 780-11(b)(2), (e)(4)(A) and
(B).

7 See id. at section 780-11(b)(1).

8 See, e.g. id. at sections 780—11(b)(1)(E) (relating
to the risk retention requirements for ABS
collateralized by commercial mortgages);
(b)(1)(G)(ii) (relating to additional exemptions for
assets issued or guaranteed by the United States or
an agency of the United States); (d) (relating to the
allocation of risk retention obligations between a
securitizer and an originator); and (e)(1) (relating to
additional exemptions, exceptions or adjustments
for classes of institutions or assets).

9 See id. at section 780-11(b)(2)(B).

10 Specifically, the agencies codify the rule as
follows: 12 CFR part 43 (OCC); 12 CFR part 244
(Regulation RR) (Board); 12 CFR part 373 (FDIC); 17
CFR part 246 (Commission); 12 CFR part 1234
(FHFA). As required by section 15G, HUD has
jointly prescribed the final rule for a securitization
that is collateralized by any residential mortgage
asset and for purposes of defining a qualified
residential mortgage. Because the final rule exempts
the programs and entities under HUD’s jurisdiction

Continued
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agency’s rule identifies the entities or
transactions subject to such agency’s
rule.

Consistent with section 15G of the
Exchange Act, the risk retention
requirements will become effective, for
securitization transactions collateralized
by residential mortgages, one year after
the date on which the final rule is
published in the Federal Register, and
two years after the date on which the
final rule is published in the Federal
Register for any other securitization
transaction.

In April 2011, the agencies published
a joint notice of proposed rulemaking
that proposed to implement section 15G
of the Exchange Act (the “‘original
proposal”’).1® The agencies invited and
received comment from the public on
the original proposed rule. In September
2013, the agencies published a second
joint notice of proposed rulemaking (the
“revised proposal” or “‘reproposal’”’) that
proposed significant modifications to
the original proposal and that again
invited comment from the public.12 As
described in more detail below, the
agencies are adopting the revised
proposal with some changes in response
to comments received.

As discussed further below, the final
rule retains the framework of the revised
proposal. Unless an exemption under
the rule applies, sponsors of
securitizations that issue ABS interests
must retain risk in accordance with the
standardized risk retention option (an
eligible horizontal residual interest (as
defined in the rule) or an eligible
vertical interest (as defined in the rule)
or a combination of both) or in
accordance with one of the risk
retention options available for specific
types of asset classes, such as asset-
backed commercial paper (ABCP). The
final rule includes, with some
modifications, those exemptions set
forth in the revised proposal, including
for QRMs. In addition, in response to
comments and for the reasons discussed
in Part VII of this Supplementary
Information, the agencies are providing
an additional exemption from risk
retention for certain types of
community-focused residential
mortgages that are not eligible for QRM
status under the final rule and are
exempt from the ability-to-pay rules
under the TILA.13 The agencies are not
exempting managers of certain

from the requirements of the final rule, HUD does
not codify the rule into its title of the Code of
Federal Regulations.

11 Credit Risk Retention; Proposed Rule, 76 FR
24090 (April 29, 2011).

12 Credit Risk Retention; Proposed Rule, 78 FR
57928 (September 20, 2013).

1315 U.S.C. 1639c.

collateralized loan obligations (CLOs)
from risk retention, as requested by
commenters, for the reasons discussed
in Part II1.B.7 of this Supplementary
Information.

The agencies have made adjustments
and modifications to the risk retention
and underwriting requirements, as
discussed in further detail below. Of
particular note, under the final rule, the
agencies are not adopting the proposed
requirement that a sponsor holding an
eligible horizontal residual interest be
subject to the cash flow restrictions in
the revised proposal or any similar cash
flow restrictions. In addition, the
agencies accepted commenters’ views
that a fair value calculation was not
necessary for vertical retention and are
not requiring the eligible vertical
interest to be measured using fair value.
The agencies are also making some
adjustments to the disclosure
requirements associated with the fair
value calculation for an eligible
horizontal residual interest. The final
rule also includes a provision that
requires the agencies to periodically
review the definition of QRM, the
exemption for certain community-
focused residential mortgages, and the
exemption for certain three-to-four unit
residential mortgage loans and consider
whether they should be modified, as
discussed further below in Parts VI and
VII of this Supplementary Information.
The final rule also includes several
adjustments and modifications to the
proposed risk retention options for
specific asset classes in order to address
specific functional concerns and avoid
unintended consequences.

A. Background

As the agencies observed in the
preambles to the original and revised
proposals, the securitization markets are
an important link in the chain of entities
providing credit to U.S. households and
businesses, and state and local
governments.1* When properly
structured, securitization provides

14 Securitization may reduce the cost of funding,
which is accomplished through several different
mechanisms. For example, firms that specialize in
originating new loans and that have difficulty
funding existing loans may use securitization to
access more-liquid capital markets for funding. In
addition, securitization can create opportunities for
more efficient management of the asset-liability
duration mismatch generally associated with the
funding of long-term loans, for example, with short-
term bank deposits. Securitization also allows the
structuring of securities with differing maturity and
credit risk profiles from a single pool of assets that
appeal to a broad range of investors. Moreover,
securitization that involves the transfer of credit
risk allows financial institutions that primarily
originate loans to particular classes of borrowers, or
in particular geographic areas, to limit concentrated
exposure to these idiosyncratic risks on their
balance sheets.

economic benefits that can lower the
cost of credit.15 However, when
incentives are not properly aligned and
there is a lack of discipline in the credit
origination process, securitization can
result in harmful consequences to
investors, consumers, financial
institutions, and the financial system.

During the financial crisis,
securitization transactions displayed
significant vulnerabilities arising from
inadequate information and incentive
misalignment among various parties
involved in the process.16 Investors did
not have access to the same information
about the assets collateralizing asset-
backed securities as other parties in the
securitization chain (such as the
sponsor of the securitization transaction
or an originator of the securitized
loans).17 In addition, assets were
resecuritized into complex instruments,
which made it difficult for investors to
discern the true value of, and risks
associated with, an investment in the
securitization, as well as exercise their
rights in the instrument.1® Moreover,
some lenders loosened their
underwriting standards, believing that
the loans could be sold through a
securitization by a sponsor, and that
both the lender and sponsor would
retain little or no continuing exposure to
the loans.19 Arbitrage between various
markets and market participants, and in
particular between the Enterprises and
the private securitization markets,
resulted in lower underwriting
standards which undermined the
quality of the instruments collateralized
by such loans and ultimately the health
of the financial markets and their
participants.20

Congress intended the risk retention
requirements mandated by section 15G
to help address problems in the
securitization markets by requiring that
securitizers, as a general matter, retain
an economic interest in the credit risk
of the assets they securitize. By
requiring that a securitizer retain a
portion of the credit risk of the
securitized assets, the requirements of
section 15G provide securitizers an
incentive to monitor and ensure the
quality of the securitized assets

15 Report to the Congress on Risk Retention,
Board of Governors of the Federal Reserve System,
at 8 (October 2010), available at http://
federalreserve.gov/boarddocs/rptcongress/
securitization/riskretention.pdf (Board Report).

16 See Board Report at 8-9.

17 See S. Rep. No. 111-176, at 128 (2010).

18 See id.

19 See id.

20 See, e.g., Viral V. Acharya, Governments as
Shadow Banks: The Looming Threat to Financial
Stability, at 32 (Sept. 2011), available at http://
www.federalreserve.gov/events/conferences/2011/
rsr/papers/Acharya.pdyf.
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underlying a securitization transaction,
and, thus, help align the interests of the
securitizer with the interests of
investors. Additionally, in
circumstances where the securitized
assets collateralizing the ABS interests
meet underwriting and other standards
designed to help ensure the securitized
assets pose low credit risk, the statute
provides or permits an exemption.2?

Accordingly, the credit risk retention
requirements of section 15G are an
important part of the legislative and
regulatory efforts to address weaknesses
and failures in the securitization process
and the securitization markets. Section
15G also complements other parts of the
Dodd-Frank Act intended to improve
the securitization markets. Such other
parts include provisions that strengthen
the regulation and supervision of
nationally recognized statistical rating
organizations (NRSROs) and improve
the transparency of credit ratings; 22
provide for issuers of registered asset-
backed securities offerings to perform a
review of the securitized assets
underlying the asset-backed securities
and disclose the nature of the review; 23
require issuers of asset-backed securities
to disclose the history of the requests
they received and repurchases they
made related to their outstanding asset-
backed securities; 24 prevent sponsors
and certain other securitization
participants from engaging in material
conflicts of interest with respect to their
securitizations; 2% and require issuers of
asset-backed securities to disclose, for
each tranche or class of security,
information regarding the assets
collateralizing that security, including
asset-level or loan-level data, if such
data is necessary for investors to
independently perform due diligence.26
Additionally, various efforts regarding
mortgage servicing should also have
important benefits for the securitization
markets.2”

The original proposal provided
several options from which sponsors
could choose to meet section 15G’s risk
retention requirements, including
retention of either a 5 percent “vertical”
interest in each class of ABS interests
issued in the securitization or a 5

21 See 15 U.S.C. 780—11(c)(1)(B)(ii), (e)(1)-(2).

22 See, e.g. sections 932, 935, 936, 938, and 943
of the Dodd-Frank Act (15 U.S.C. 780-7, 780-8).

23 See section 945 of the Dodd-Frank Act (15
U.S.C. 77g).

24 See section 943 of the Dodd-Frank Act (15
U.S.C. 780-7).

25 See section 621 of the Dodd-Frank Act (15
U.S.C. 77z—2a).

26 See section 942(b) of the Dodd-Frank Act (15
U.S.C. 77g(c)).

27 See, e.g., Mortgage Servicing Rules Under the
Real Estate Settlement Act (Regulation X); Final
Rule, 78 FR 10696 (Feb. 14, 2013).

percent “horizontal” first-loss interest
in the securitization, and other options
designed to reflect market practice in
asset-backed securitization transactions.
The original proposal also included a
special “premium capture” mechanism
designed to prevent a sponsor from
structuring a securitization transaction
in a manner that would allow the
sponsor to offset or minimize its
retained economic exposure to the
securitized assets.

As required by section 15G, the
original proposal provided a complete
exemption from the risk retention
requirements for asset-backed securities
that are collateralized solely by QRMs
and established the terms and
conditions under which a residential
mortgage would qualify as a QRM.28
The original proposal would generally
have prohibited QRMs from having
product features that were observed to
contribute significantly to the high
levels of delinquencies and foreclosures
since 2007 and included underwriting
standards associated with lower risk of
default. The original proposal also
provided that sponsors would not have
to hold risk retention for securitized
commercial, commercial real estate, and
automobile loans that met proposed
underwriting standards. In the original
proposal, the agencies specified that
securitization transactions sponsored by
the Federal National Mortgage
Association (Fannie Mae) and the
Federal Home Loan Mortgage
Corporation (Freddie Mac) (jointly, the
Enterprises) would meet risk retention
requirements for as long as the
Enterprises operated under the
conservatorship or receivership of
FHFA with capital support from the
United States.

In response to the original proposal,
the agencies received comments from
over 10,500 persons, institutions, or
groups. A significant number of
comments supported the proposed
menu-based approach of providing
sponsors flexibility to choose from a
number of permissible forms of risk
retention, although several requested
more flexibility in selecting risk
retention options, including using
multiple options simultaneously. Many
commenters expressed significant
concerns with the proposed standards
for horizontal risk retention and the
“premium capture” mechanism. Other
commenters expressed concerns with
respect to standards in the original
proposal for specific asset classes and
underwriting standards for non-
residential asset classes and the

28 See Original Proposal, 76 FR at 24117-24129

and 24164-24167.

application of the original proposal to
managers of certain CLO transactions. A
majority of commenters opposed the
agencies’ proposed QRM standard, and
several asserted that the agencies should
align the QRM definition with the QM
definition, then under development by
the Consumer Financial Protection
Bureau (CFPB).29

The agencies considered the many
comments received on the original
proposal and engaged in additional
analysis of the securitization and
lending markets in light of the
comments. The agencies subsequently
issued the reproposal in September
2013, modifying significant aspects of
the original proposal and again inviting
public comment on the revised design
of the risk retention regulatory
framework to help determine whether
the revised framework was
appropriately structured.

B. Overview of the Revised Proposal and
Public Comment

The agencies proposed in 2013 a risk
retention rule that would have retained
much of the structure of the original
proposal, but with more flexibility in
how risk retention could be held and
with a broader definition of QRM.30

Among other things, the revised
proposal provided a variety of options
for complying with a minimum 5
percent risk retention requirement, an
exemption from risk retention for
residential mortgage loans meeting the
QRM standard, and exemptions from
risk retention for auto, commercial real
estate, and commercial loans that met
proposed underwriting standards. With
respect to the standard risk retention
option, the revised proposal provided
sponsors with additional flexibility in
complying with the regulation. The
revised proposal permitted a sponsor to
satisfy its obligation by retaining any
combination of an “eligible vertical
interest” with a pro rata interest in all
ABS interests issued and a first-loss
“eligible horizontal residual interest” to
meet the 5 percent minimum
requirement. A sponsor using solely the
vertical interest option would retain a
single security or a portion of each class
of ABS interests issued in the
securitization equal to at least 5 percent
of all interests, regardless of the nature
of the interests themselves (for example,
whether such interests were senior or
subordinated). The agencies also
proposed that the eligible horizontal
residual interest be measured using fair

29 See 78 FR 6407 (January 30, 2013), as amended
by 78 FR 35429 (June 12, 2013), 78 FR 44686 (]uly
24, 2013), and 78 FR 60382 (October 1, 2013)
(collectively, “Final QM rule”).

30 See Revised Proposal, 78 FR 57928.
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value. The agencies proposed a
mechanism designed to limit payments
to holders of an eligible horizontal
residual interest, in order to prevent a
sponsor from structuring a transaction
so that the holder of the eligible
horizontal residual interest could
receive disproportionate payments with
respect to its interest. In the revised
proposal, sponsors were required to
make a one-time cash flow projection
based on fair value and certify to
investors that its cash payment recovery
percentages were not projected to be
larger than the recovery percentages for
all other ABS interests on any future
payment date. The agencies also invited
comment on an alternative proposal
relating to the amount of principal
payments received by the eligible
horizontal residual interest. Under that
alternative, the cumulative amount paid
to an eligible horizontal residual interest
on any payment date would not have
been permitted to exceed a
proportionate share of the cumulative
amount paid to all ABS interests in the
transaction.

The revised proposal also included
asset class-specific options for risk
retention with some modifications from
the original proposal to better reflect
existing market practices and
operations. For example, with respect to
revolving pool securitizations, the
agencies removed a restriction from the
original proposal that prohibited the use
of the seller’s interest risk retention
option for master trust securitizations
collateralized by non-revolving assets.
With respect to ABCP conduits, the
agencies made a number of
modifications intended to allow the
ABCP option to accommodate certain
market practices discussed in the
comments and to permit more flexibility
on behalf of the originator-sellers and
their majority-owned affiliates that
finance through ABCP conduits.
Similarly, the agencies modified the risk
retention option designed for
commercial mortgage-backed securities
(CMBS) to allow for up to two third-
party purchasers to retain the required
risk retention interest, each taking a pari
passu interest in an eligible horizontal
residual interest.

Also responding to commenters’
concerns, the revised proposal did not
include the premium capture cash
reserve account mechanism and
“representative sample” option
included in the original proposal. With
respect to the premium capture cash
reserve account mechanism, the
agencies considered that using fair value
to measure the standard risk retention
amount would meaningfully mitigate
the ability of a sponsor to evade the risk

retention requirement through the use of
improper deal structures intended to be
addressed by the premium capture cash
reserve account. With respect to the
representative sample option in the
original proposal, the agencies
considered the comments received and
eliminated the option in the revised
proposal on the basis that such an
option would be difficult to implement
in a way that would not result in costs
that outweighed its benefits.

The agencies retained, to a significant
degree, standards for the expiration of
the hedging and transfer restrictions in
the regulation. The agencies decided in
the reproposal to limit the sponsor’s
ability to have all or a portion of the
required retention held by its affiliates
to only a sponsor’s majority-owned
affiliates rather than all consolidated
affiliates as would have been allowed in
the original proposal. The agencies have
included this approach in the final rule
because it ensures that any loss suffered
by the holder of risk retention will be
suffered by either the sponsor or an
entity in which the sponsor has a
substantial economic interest. The
agencies also largely carried over the
terms of the original proposal with
respect to securitizations collateralized
by qualifying commercial, commercial
real estate, or automobile loans,
although modifications were proposed
to reflect commenter observations and
concerns, such as permitting junior
liens to collateralize qualifying
commercial loans, increasing the
amortization period on commercial real
estate loans to 30 years for multifamily
residential qualified commercial real
estate (QCRE) loans and 25 years for
other QCRE loans, and amending the
amortization standards for qualifying
automobile loans.

The agencies also invited comment on
new exemptions from risk retention for
certain resecuritizations, seasoned
loans, and certain types of securitization
transactions with low credit risk. In
addition, the agencies proposed a new
risk retention option for CLOs, similar
to the allocation to originator concept
proposed for sponsors generally.

The agencies proposed to broaden and
simplify the scope of the definition of a
QRM in the revised proposal to align the
definition with the definition of a QM
under section 129C of the TILA 31 and
its implementing regulations, as
adopted by the CFPB.32 As discussed in
the revised proposal, the agencies
concluded that a QRM definition that

3115 U.S.C. 1639c.

32 See 78 FR 6407 (January 30, 2013), as amended
by 78 FR 35429 (June 12, 2013) and 78 FR 44686
(July 24, 2013).

was aligned with the QM definition
would meet the statutory goals and
directive of section 15G of the Exchange
Act to limit credit risk and preserve
access to affordable credit, while at the
same time facilitating compliance.

Along with this proposed approach to
defining QRM, the agencies also invited
comment on an alternative approach
that would require that the borrower
meet certain credit history criteria and
that the loan be for a principal dwelling,
meet certain lien requirements, and
have a certain loan to value ratio.

The revised proposal included a
provision excluding certain foreign
sponsors of ABS interests from the risk
retention requirements of section 15G of
the Exchange Act, which did not differ
materially from the corresponding
provision in the original proposal.

In response to the revised proposal,
the agencies received comments from
more than 250 persons, institutions, or
groups, including nearly 150 unique
comment letters. The agencies received
comments and observations on many
aspects of the reproposed rule.
Numerous commenters supported most
aspects of the rule, but many suggested
or asked for further modifications. As
discussed in further detail below, a
significant number of commenters
commented on the agencies’ use of fair
value to measure risk retention.
Commenters’ key concerns included the
timing of any fair value measurement
and potential alternative methodologies
to measuring risk retention. Many
commenters also expressed concern
about the proposed disclosure
requirements for fair value, and some
asked for a ““safe harbor” from liability
with respect to the disclosures.

As with the original proposal, a
number of commenters on the revised
proposal asserted that managers of open
market CLOs are not “securitizers”
within the definition in section 15G of
the Exchange Act and should not be
required to retain risk. In addition,
commenters asked for an exemption
from risk retention for CLOs that would
meet certain structural criteria and for a
new option to allow third-party
investors in CLOs to hold risk retention
instead of CLO managers. Commenters
also generally opposed the agencies’
proposed alternative for risk retention
for open market CLOs in which a lead
arranger in a syndicated loan was
allowed to satisfy the risk retention
requirement, asserting that this option
was inconsistent with current market
practice and that lead arranger banks
would be hesitant to retain risk as
proposed in the revised proposal
without being allowed to hedge or
transfer that risk because they would be
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concerned about criticism from bank
regulators.

The agencies’ proposed definition of a
QRM was also the subject of significant
commentary. Overall, commenters
supported the agencies’ proposal to
align the QRM definition with the QM
definition. Several commenters asked
that the QRM definition accommodate
the use of blended pools of QRM and
non-QRM loans. Other commenters
sought more specific expansions of the
definition, including an exemption for
loans originated by community
development financial institutions and
other community-focused lenders that
are exempt from the ability-to-repay
requirements (and, as a result, do not
qualify to be QMs under TILA),
imposition of a less than 5 percent risk
retention requirement for some loans
that did not qualify for QM, and the
inclusion of non-U.S. originated loans.
Several commenters expressed concern
with both the alignment of the QRM
definition with the QM definition as
well as the alternative, more restrictive,
definition of QRM for which the
agencies had invited comment,
suggesting that the agencies use the
definition of QRM in the original
proposal.

Commenters expressed concerns on
certain other aspects of the rule.
Numerous commenters opposed the
cash flow restrictions on the eligible
horizontal residual interest option,
making various assertions on
impracticalities and impacts on
different asset classes that could result
from the restrictions. Commenters also
expressed concerns about the scope of
the seller’s interest option for revolving
pool securitization arrangements and
whether it would comport with current
market practices. With respect to CMBS,
some commenters were concerned that
the third-party purchaser options were
too expansive, while other commenters
asked for further reductions in the
restrictions on B-piece risk retention.
Commenters also asked for a number of
modifications to the proposed
underwriting standards for qualifying
commercial, commercial real estate, and
automobile loans, including an
exemption for CMBS transactions where
all the securitized assets are extensions
of credit to one borrower or its affiliates.

C. Overview of the Final Rule

After considering all comments
received in light of the purpose of the
statute and concerns from investors and
individuals seeking credit, and after
engaging in additional analysis of the
securitization and lending markets, the
agencies have adopted the revised
proposal with some modifications, as

discussed below. The agencies are
adopting the final QRM definition, as
proposed, to mean a QM, as defined in
section 129C of TILA 33 and its
implementing regulations, as amended
from time to time.34 The agencies
continue to believe that a QRM
definition that aligns with the definition
of a QM meets the statutory goals and
directive of section 15G of the Exchange
Act to protect investors and enhance
financial stability, in part by limiting
credit risk, while also preserving access
to affordable credit and facilitating
compliance. As discussed in further
detail below, the agencies will review
the definition of QRM periodically—
beginning not later than four years after
the effective date of the rule with
respect to securitizations of residential
mortgages, and every five years
thereafter. These timeframes are
designed to coordinate the agencies’
review of the QRM definition with the
timing of the CFPB’s statutorily
mandated assessment of QM, as well as
to better ensure that the QRM definition
continues to meet the goals and
directive of section 15G. The final rule
also provides that any of the agencies
may request a review of the definition
of QRM at any time as circumstances
warrant.

In addition, the agencies are adopting
the minimum risk retention requirement
and risk retention options, with some
modifications to address specific
commenter concerns. As discussed in
more detail below, and consistent with
the revised proposal, the final rule
applies a minimum 5 percent base risk
retention requirement to all
securitization transactions that are
within the scope of section 15G of the
Exchange Act and prohibits the sponsor
from hedging or otherwise transferring
its retained interest prior to the
applicable sunset date. The final rule
also allows a sponsor to satisty its risk
retention obligation by retaining an
eligible vertical interest, an eligible
horizontal residual interest, or any
combination thereof as long as the
amount of the eligible vertical interest
and the amount of the eligible
horizontal residual interest combined is
no less than 5 percent. The amount of
the eligible vertical interest is equal to
the percentage of each class of ABS
interests issued in the securitization
transaction held by the sponsor as
eligible vertical risk retention. The
amount of eligible horizontal residual
interest is equal to the fair value of the
eligible horizontal residual interest
divided by the fair value of all ABS

3315 U.S.C. 1639c.

34 See Final QM rule.

interests issued in the securitization
transaction. After considering the
numerous comments received, the
agencies have concluded that the
proposed cash flow restriction on the
eligible horizontal residual interest (as
well as the alternative described in the
reproposal) could lead to unintended
consequences or have a disparate
impact on some asset classes. The
agencies have therefore decided not to
include such restrictions under the final
rule.

With respect to the proposed
disclosure requirements related to the
fair value calculation of eligible
horizontal residual interests, the
agencies continue to believe that it is
important to the functioning of the final
rule to ensure that investors and the
markets, as well as regulators, are
provided with key information about
the methodologies and assumptions that
are used by sponsors under the final
rule to calculate the amount of their
eligible horizontal residual interests in
accordance with fair value standards.
Because the agencies believe that
disclosures of the assumptions inherent
in fair value calculations are necessary
to enable investors to make informed
investment decisions, the agencies are
generally retaining the proposed fair
value disclosure requirements, with
some modifications in response to
commenter concern, as further
discussed below.

Furthermore, as discussed in more
detail below, the agencies are adopting
the revised proposal’s provisions for
CMBS third-party purchasers with some
modifications to respond to specific
commenter concerns. In addition, the
agencies are retaining the proposed five-
year period during which transfer
among qualified third-party purchasers
of CMBS eligible horizontal residual
interests that are retained in satisfaction
of the final rule will not be permitted.
The agencies are also adopting the
proposed underwriting standards for
commercial, commercial real estate, and
automobile loans, with some minor
adjustments to the commercial real
estate underwriting standards as
described below. The agencies are also
adopting the revised proposal’s
treatment of allocation to originators,
tender option bonds, and ABCP
conduits, with some limited
modifications, as described below. With
respect to revolving pool
securitizations—described in the
reproposal as revolving master trusts—
the agencies are adopting the reproposal
with several refinements designed to
expand availability of the seller’s
interest option. The final rule also
contains the various proposed
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exemptions for government-related
transactions and certain
resecuritizations from the revised
proposal.

The agencies also, as proposed, are
applying risk retention to CLO managers
as ‘‘securitizers” of CLO transactions
under section 15G of the Exchange Act
and, as discussed in further detail
below, are not adopting structural
exemptions or third-party options as
suggested by some commenters. After
carefully considering comments, the
suggested exemptions and alternatives,
the purposes of section 15G of the
Exchange Act, and the features and
dynamics of CLOs and the leveraged
loan market, the agencies have
concluded that risk retention is
appropriately applied to CLO managers
and a structural exemption or third-
party option would likely undermine
the consistent application of the final
rule. Furthermore, the agencies are
retaining in the final rule the proposed
alternative for open market CLOs
whereby, for each loan purchased by the
CLO, risk may be retained by a lead
arranger. The agencies appreciate that
this option may not reflect current
practice, but have concluded that the
option may provide a sound method for
meaningful risk retention for the CLO
market in the future.

D. Post-Adoption Interpretation and
Guidance

The preambles to the original and
revised proposals described the
agencies’ intention to jointly approve
certain types of written interpretations
concerning the scope of section 15G and
the final rule issued thereunder. Several
commenters on the original proposal,
and some commenters on the
reproposal, expressed concern about the
agencies’ process for issuing written
interpretations jointly and the possible
uncertainty about the interpretation of
the rule that may arise due to this
process.

The agencies have endeavored to
provide specificity and clarity in the
final rule to avoid conflicting
interpretations or uncertainty. In the
future, if the agencies determine that
further guidance would be beneficial for
market participants, the agencies may
jointly publish interpretive guidance, as
the Federal banking agencies have done
in the past. In addition, the agencies
note that market participants can, as
always, seek guidance concerning the
rule from their primary Federal banking
regulator or, if such market participant
is not a depository institution, the
Commission. In light of the joint nature
of the agencies’ rule writing authority,
the agencies continue to view the

consistent application of the final rule
as a benefit and intend to consult with
each other when adopting staff
interpretations or guidance on the final
rule that would be shared with the
public generally in order to attempt to
achieve full consensus on such
interpretations and guidance.35 In order
to facilitate this goal, the Federal
banking agencies and the Commission
intend to coordinate as needed to
discuss pending requests for such
interpretations and guidance, with the
participation of HUD and FHFA when
such agencies are among the appropriate
agencies for such matters.

II. General Definitions and Scope

The original proposal defined several
terms applicable to the overall rule. The
original proposal provided that the
proposed risk retention requirements
would have applied to sponsors in
securitizations that involve the issuance
of “asset-backed securities” and defined
the terms ““asset-backed security”” and
“‘asset” consistent with the definitions
of those terms in the Exchange Act. The
original proposal noted that section 15G
does not appear to distinguish between
transactions that are registered with the
Commission under the Securities Act of
1933 (the Securities Act) and those that
are exempt from registration under the
Securities Act. It further noted that the
proposed definition of asset-backed
security, which would have been
broader than that in the Commission’s
Regulation AB,36 included securities
that are typically sold in transactions
that are exempt from registration under
the Securities Act, such as collateralized
debt obligations (CDOs) and securities
issued or guaranteed by an Enterprise.
As a result, pursuant to the definitions
in the original proposal, the proposed
risk retention requirements would have
applied to securitizers of offerings of
asset-backed securities regardless of
whether the offering was registered with
the Commission under the Securities
Act.

Under the original proposal, risk
retention requirements would have
applied to the securitizer in each
‘“‘securitization transaction,” defined as
a transaction involving the offer and
sale of ABS interests by an issuing
entity. The original proposal also
explained that the term “ABS interest”

35 These items do not include interpretation and
guidance in staff comment letters and other staff
guidance directed to specific institutions that is not
intended to be relied upon by the public generally.
Nor do they include interpretations and guidance
contained in administrative or judicial enforcement
proceedings by the agencies, or in an agency report
of examination or inspection or similar confidential
supervisory correspondence.

36 See 17 CFR 229.1100 through 17 CFR 229.1123.

would refer to all types of interests or
obligations issued by an issuing entity,
whether or not in certificated form,
including a security, obligation,
beneficial interest, or residual interest,
but would not include interests, such as
common or preferred stock, in an
issuing entity that are issued primarily
to evidence ownership of the issuing
entity, and the payments, if any, which
are not primarily dependent on the cash
flows of the collateral held by the
issuing entity.

Section 15G stipulates that its risk
retention requirements be applied to a
“securitizer” of an asset-backed security
and, in turn, that a securitizer is either
an issuer of an asset-backed security or
a person who organizes and initiates a
securitization transaction by selling or
transferring assets, either directly or
indirectly, including through an affiliate
or issuer. The original proposal
discussed the fact that the second prong
of this definition is substantially
identical to the definition of a
“sponsor”’ of a securitization transaction
in the Commission’s Regulation AB 37
and defined the term ““sponsor” in a
manner consistent with the definition of
that term in the Commission’s
Regulation AB.

As noted in the original proposal, the
agencies believe that applying the risk
retention requirement to the sponsor of
the ABS interests—as provided by
section 15G—is appropriate in light of
the active and direct role that a sponsor
typically has in arranging a
securitization transaction and selecting
the assets to be securitized. This role
best situates the sponsor to monitor and
control the credit quality of the
securitized assets. In some cases, the
transfer of assets by the sponsor will
take place through a wholly-owned
subsidiary of the sponsor that is often
referred to as the “depositor.” As noted
above, the definition of “securitizer” in
section 15G(a)(3)(A) includes the
“issuer of an asset-backed security.”
The term “issuer” when used in the
federal securities laws may have
different meanings depending on the
context in which it is used. For
example, for several purposes under the
federal securities laws, including the
Securities Act 38 and the Exchange

37 See Item 1101 of the Commission’s Regulation
AB (17 CFR 229.1101) (defining a sponsor as “‘a
person who organizes and initiates an asset-backed
securities transaction by selling or transferring
assets, either directly or indirectly, including
through an affiliate, to the issuing entity.”).

38 Section 2(a)(4) of Securities Act (15 U.S.C.
77b(a)(4)) defines the term “issuer” in part to
include every person who issues or proposes to
issue any security, except that with respect to
certificates of deposit, voting-trust certificates, or
collateral trust certificates, or with respect to



Federal Register/Vol. 79, No. 247/ Wednesday, December 24, 2014 /Rules and Regulations

77609

Act 39 (of which section 15G is a part)
and the rules promulgated under these
Acts,0 the term ““issuer” when used
with respect to a securitization
transaction is defined to mean the
entity—the depositor—that deposits the
assets that collateralize the asset-backed
securities with the issuing entity. As
stated in the original proposal, the
agencies interpret the reference in
section 15G(a)(3)(A) to an “issuer of an
asset-backed security” as referring to the
“depositor” of the securitization
transaction, consistent with how that
term has been defined and used under
the federal securities laws in connection
with asset-backed securities.4?

As noted above, the rule generally
applies the risk retention requirements
of section 15G to a sponsor of the
securitization transaction. In many cases
the depositor and the sponsor are the
same legal entity; however, even in
cases where the depositor and the
sponsor are not the same legal entity,
the depositor is a pass-through vehicle
for the transfer of assets and is either
controlled or funded by the sponsor.
Therefore, under the rule, the definition
of sponsor effectively includes the
depositor of the securitization
transaction, and should identify the
party subject to the risk retention
requirements for every securitization
transaction. Therefore, in the agencies’
view, applying the risk retention
requirement to the sponsor, as defined
in the rule, substantively aligns with the

certificates of interest or shares in an
unincorporated investment trust not having a board
of directors (or persons performing similar
functions), the term issuer means the person or
persons performing the acts and assuming the
duties of depositor or manager pursuant to the
provisions of the trust or other agreement or
instrument under which the securities are issued.

39 See Exchange Act sec. 3(a)(8) (15 U.S.C.
78c(a)(8) (defining ““issuer” under the Exchange
Act).

40 See, e.g., Securities Act Rule 191 (17 CFR
230.191) and Exchange Act Rule 3b—19 (17 CFR
240.3b-19).

41For asset-backed securities transactions where
there is not an intermediate transfer of the assets
from the sponsor to the issuing entity, the term
depositor refers to the sponsor. For asset-backed
securities transactions where the person
transferring or selling the pool assets is itself a trust
(such as in an issuance trust structure), the
depositor of the issuing entity is the depositor of
that trust. See section 2 of the final rule. Securities
Act Rule 191 and Exchange Act Rule 3b—19 also
note that the person acting as the depositor in its
capacity as depositor to the issuing entity is a
different “issuer” from that person in respect of its
own securities in order to make clear—for
example—that any applicable exemptions from
Securities Act registration that person may have
with respect to its own securities are not applicable
to the asset-backed securities. That distinction does
not appear relevant here because the risk retention
rule would not be applicable to an issuance by such
person of securities that are not asset-backed
securities.

definition of “securitizer” in section
15G of the Exchange Act.

Other than issues concerning CLOs,
which are discussed in Part II11.B.7;
issues concerning ABCP, which are
discussed in Part II.B.4; and issues
concerning sponsors of municipal bond
repackagings, which are discussed in
Part II1.B.8 of this Supplementary
Information, comments with regard to
the definition of securitizer or sponsor
were generally limited to requests that
the final rule provide that certain
specified persons—such as
underwriting sales agents—be expressly
excluded from the definition of
securitizer or sponsor for the purposes
of the risk retention requirements.

In response to comments received
relating to various transaction parties
requesting that the agencies either
designate as sponsors, or clarify would
meet the requirements of the definition
of sponsor, the agencies are providing
some guidance with respect to the
definition of sponsor. The statute and
the rule define a securitizer as a person
who “organizes and initiates an asset-
backed securities transaction by selling
or transferring assets, either directly or
indirectly, including through an
affiliate, to the issuer.” 42 The agencies
believe that the organization and
initiation criteria in both definitions are
critical to determining whether a person
is a securitizer or sponsor. The agencies
are of the view that, in order to qualify
as a party that organizes and initiates a
securitization transaction and, thus, as a
securitizer or sponsor, the party must
have actively participated in the
organization and initiation activities
that would be expected to impact the
quality of the securitized assets
underlying the asset-backed
securitization transaction, typically
through underwriting and/or asset
selection. The agencies believe this
interpretation of the statutory language
“organize and initiate” is reasonable
because it further accomplishes the
statutory goals of risk retention—
alignment of the incentives of the
sponsor of the securitization transaction
with the investors and improvement in
the underwriting and selection of the
securitized assets. Without this active
participation, the holder of retention
could be merely a speculative investor,
with no ability to influence
underwriting or asset selection. In
addition, the interests of a speculative
investor may not be aligned with those
of other investors. For example, another
asset-backed security issuer would not
meet the “organization and initiation”

42 See 15 U.S.C. 780—-11(a)(3)(B) and section 2 of
the final rule, infra.

criteria in the definition of “sponsor” as
such an entity could not be the party
that actively makes decisions regarding
asset selection or underwriting.
Additionally, the agencies believe that a
party who does not engage in this type
of active participation would be a third-
party holder of risk retention, which
(with the narrow exception of a
qualified third-party purchaser in a
CMBS transaction) is not an acceptable
holder of retention under the rule
because the participation of such a party
does not result in the more direct
alignment of incentives achieved by
requiring the party with underwriting or
asset selection authority to retain risk.
Thus, for example, an entity that serves
only as a pass-through conduit for assets
that are transferred into a securitization
vehicle, or that only purchases assets at
the direction of an independent asset or
investment manager, only pre-approves
the purchase of assets before selection,
or only approves the purchase of assets
after such purchase has been made
would not qualify as a “sponsor”. If
such a person retained risk, it would be
an impermissible third-party holder of
risk retention for purposes of the rule,
because such activities, in and of
themselves, do not rise to the level of
“organization and initiation”. In
addition, negotiation of underwriting
criteria or asset selection criteria or
merely acting as a “rubber stamp”’ for
decisions made by other transaction
parties does not sufficiently distinguish
passive investment from the level of
active participation expected of a
SPONSOr Or securitizer.

The original proposal would have
defined the term “originator” in the
same manner as section 15G, namely, as
a person who, through the extension of
credit or otherwise, creates a financial
asset that collateralizes an asset-backed
security, and sells the asset directly or
indirectly to a securitizer (i.e., a sponsor
or depositor). The original proposal
went on to note that because this
definition refers to the person that
“creates” a loan or other receivable,
only the original creditor under a loan
or receivable—and not a subsequent
purchaser or transferee—would have
been an originator of the loan or
receivable for purposes of section 15G.
The revised proposal kept the definition
from the original proposal.

The original proposal referred to the
assets underlying a securitization
transaction as the “‘securitized assets,”
meaning assets that are transferred to a
special purpose vehicle (SPV) that
issues the ABS interests and that stand
as collateral for those ABS interests.
“Collateral” was defined as the property
that provides the cash flow for payment
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of the ABS interests issued by the
issuing entity. Taken together, these
definitions were meant to include the
loans, leases, or similar assets that the
depositor places into the issuing entity
at the inception of the transaction,
though it would have also included
other assets such as pre-funded cash
reserve accounts. Commenters to the
original proposal stated that, in addition
to this property, the issuing entity may
hold other assets. For example, the
issuing entity may acquire interest rate
derivatives to convert floating rate
interest income to fixed rate, or the
issuing entity may accrete cash or other
liquid assets in reserve funds that
accumulate cash generated by the
securitized assets. As another example,
commenters stated that an ABCP
conduit may hold a liquidity guarantee
from a bank on some or all of its
securitized assets. The agencies retained
these definitions of securitized assets
and collateral in the revised proposal.

Some commenters expressed concern
with respect to the scope of the terms of
the definitions of asset-backed
securities, securitization transactions,
and ABS interests in the original
proposal and suggested specific
exemptions or exclusions from their
application. Similarly, a number of
commenters requested clarification of
the scope of the definition of “ABS
interest,” or suggested narrowing the
definition, while other commenters
suggested an expansion of the scope of
the ““securitization transaction”
definition. Comments with regard to
definitions of securitizer and sponsor in
the original proposal were generally
limited to requests that specified
persons be expressly excluded from, or
included in, the definition of securitizer
or sponsor for the purposes of the risk
retention requirements. The agencies
determined to leave the definitions of
securitizer and sponsor substantially
unchanged in the revised proposal.
After consideration of all the comments
on the original proposal, the agencies
did not believe that significant changes
to most definitions applicable
throughout the proposed rule were
necessary and, in the revised proposal,
retained most definitions as originally
proposed.

The agencies did add some
substantive definitions to the revised
proposal, including proposing a
definition of “‘servicing assets,” which
would be any rights or other assets
designed to assure the servicing, timely
payment, or timely distribution of
proceeds to security holders, or assets
related or incidental to purchasing or
otherwise acquiring and holding the
issuing entity’s securitized assets. The

agencies noted in the revised proposal
that such assets may include cash and
cash equivalents, contract rights,
derivative agreements of the issuing
entity used to hedge interest rate and
foreign currency risks, or the collateral
underlying the securitized assets. As
provided in the reproposed rule,
““servicing assets” also include proceeds
of assets collateralizing the
securitization transactions, whether in
the form of voluntary payments from
obligors on the assets or otherwise (such
as liquidation proceeds). The agencies
are adopting this definition
substantially as reproposed in order to
ensure that the provisions appropriately
accommodate the need, in
administering a securitization
transaction on an ongoing basis, to hold
various assets other than the loans or
similar assets that are transferred into
the asset pool by the securitization
depositor. In this way, the definition is
similar to the definition of “eligible
assets” in Rule 3a—7 under the
Investment Company Act of 1940,
which specifies conditions under which
the issuer of non-redeemable fixed-
income securities collateralized by self-
liquidating financial assets will not be
deemed to be an investment company.

In light of the agencies’ adoption of
the QRM definition from the reproposal
and the exemption for certain three-to-
four unit residential mortgages (as
discussed in section VII below), the
agencies are modifying the proposed
definition of “‘residential mortgage” to
clarify that all loans secured by 1-4 unit
residential properties will be
“residential mortgages” for the purposes
of the final rule and subject to the rule’s
provisions regarding residential
mortgages (such as the sunset on
hedging and transfer restrictions
specific to residential mortgages) if they
do not qualify for an exemption. Under
the final rule, a residential mortgage
would mean a residential mortgage that
is a “covered transaction’ as defined in
the CFPB’s Regulation Z; 43 any
transaction that is specifically exempt
from the definition of “covered
transaction” under the CFPB’s
Regulation Z; 44 and, as a modification
to the proposed definition, any other
loan secured by a residential structure
that contains one to four units, whether
or not that structure is attached to real
property, including condominiums, and
if used as residences, mobile homes and
trailers.#5 Therefore, the term

43 See 12 CFR 1026.43.
44 See 12 CFR 1026.43.
45 This addition to the definition is substantially

similar to the CFPB’s definition of “dwelling” in
Regulation Z. See 12 CFR 1026.2(19).

“residential mortgage” would include
home equity lines of credit, reverse
mortgages, mortgages secured by
interests in timeshare plans, temporary
loans, and certain community-focused
residential mortgages further discussed
in Part VII of this Supplementary
Information. It would also include
mortgages secured by 1-4 unit
residential properties even if the credit
is deemed for business purposes under
Regulation Z.

Many comments on the revised
proposal were similar to, or repeated,
the comments on the original proposal.
Some commenters asked that specific
definitions be added to the rule, such as
eligible participation interest, owner’s
interest, and participant’s interest. With
respect to the definitions of securitizer
and sponsor, several commenters on the
revised proposal requested that the final
rule expressly exempt, or include,
certain categories or groups of persons—
such as underwriting sales agents,
multiple sponsors of transactions,
affiliated entities, or, in the case of
tender-option bonds and ABCP, brokers
who acquire and securitize assets at the
direction of a third party. Other
commenters requested confirmation that
certain categories of transactions would
not qualify as a sale or transfer of an
interest for purposes of the rule.

Three commenters requested that the
agencies reconsider their decision to
treat non-economic residual interests in
real estate investment conduits
(REMICS) as ABS interests, noting the
potential negative tax consequences for
sponsors of REMICS. Another
commenter requested that lower-tier
REMIC interests in tiered structures be
exempted from treatment as ABS
interests, and a separate commenter
requested an express exclusion of
REMIC residual interests entirely. One
commenter again asserted that the
definition of “‘securitization
transaction’” was overly broad because it
would include a variety of corporate
debt repackagings, which the
commenter asserted should be expressly
exempt from risk retention. One
commenter requested clarification that
issuers of securities collateralized by
qualifying assets could hold hedging
agreements, insurance policies, and
other forms of credit enhancement as
permitted by the Commission’s
Regulation AB. One commenter asked
that the definition of commercial real
estate be revised to include land loans,
including loans made to owners of fee
interests in land leased to third parties
who own improvements on the land.

While the final rule generally retains
the definitions in the revised proposal,
to address the concerns raised by
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commenters with respect to REMICs,*6
the agencies have modified the
definition of ABS interest to exclude (i)
a non-economic residual interest issued
by a REMIC and (ii) an uncertificated
regular interest in a REMIC that is held
only by another REMIC, where both
REMICs are part of the same structure
and a single REMIC issues ABS interests
to investors. The agencies do not believe
that significant changes to the general
definitions are necessary or appropriate
in light of the purposes of the statute.
All adjustments to the general
definitions are discussed below in this
Supplementary Information in the
context of relevant risk retention
options.

II1. General Risk Retention
Requirement

A. Minimum Risk Retention
Requirement

Section 15G of the Exchange Act
generally requires that the agencies
jointly prescribe regulations that require
a securitizer to retain not less than 5
percent of the credit risk for any asset
that the securitizer, through the
issuance of ABS interests, transfers,
sells, or conveys to a third party, unless
an exemption from the risk retention
requirements for the securities or
transaction is otherwise available (e.g.,
if the ABS interests are collateralized
exclusively by QRMs). Consistent with
the statute, the reproposal generally
would have required that a sponsor
retain an economic interest equal to at
least 5 percent of the aggregate credit
risk of the assets collateralizing an
issuance of ABS interests (the base risk
retention requirement). For
securitizations where two or more
entities would each meet the definition
of sponsor, the reproposal would have
required that one of the sponsors retain
the credit risk of the securitized assets
in accordance with the requirements of
the rule. Under the reproposal, the base
risk retention requirement would have
been available as an option to sponsors
of all securitization transactions within
the scope of the rule, regardless of
whether the sponsor was an insured
depository institution, a bank holding
company or subsidiary thereof, a
registered broker-dealer, or another type
of entity.

Some comments addressed the
proposed minimum risk retention
requirement. One commenter expressed

46 Some commenters expressed concern that
including REMICs in the ABS interest definition
would create tax liabilities unrelated to the credit
risk of the underlying collateral and would likely
reduce the intended impact of the risk retention
rules since non-economic residual interests usually
have a negative value.

support for the proposed minimum
requirement of 5 percent risk retention,
asserting that such a requirement would
promote higher quality lending, protect
investor interests, and limit the
originate-to-distribute business model.
Other commenters requested a higher
minimum risk retention requirement
depending on asset quality. One
commenter asserted that 5 percent
should be the minimum and that the
purpose of risk retention would be
defeated by applying 5 percent to
situations in which assets are sold at a
discount from par. That commenter
proposed that the requirement should
be either (i) the greater of 5 percent or
the expected losses on the assets or (ii)
the greater of 5 percent or the
conditional expected losses on the
assets or asset class under a moderate
economic stress environment. Another
commenter stated that some sponsors
hold less than 5 percent because of the
high quality of some assets, and
requiring 5 percent retention could
potentially double costs in some
instances. Another commenter asserted
that retaining 5 percent may not be
sufficient as many sponsors held more
than 5 percent credit risk in their
securitizations before the crisis. That
same commenter stated that investors
were likely to insist that originators
retain some credit risk. One commenter
proposed a minimum risk retention
requirement of 20 percent, while
another commenter requested that
sponsors be required to hold 100
percent risk retention for a specified
period of time. For securitizations
where multiple entities each meet the
definition of sponsor, one commenter
stated that multiple sponsors should be
permitted to allocate the required
amount of risk retention among
themselves, so long as the aggregate
amount retained satisfies the
requirements of the risk retention rules.
Other commenters requested a lower
minimum for pools that blend assets
that would be exempt from risk
retention by meeting the proposed
underwriting standards with assets not
meeting the standards, which is
discussed in further detail in Part V of
this Supplementary Information.

After careful consideration of the
comments received, the agencies are
adopting the minimum risk retention
requirement as proposed. Consistent
with the reproposal and the general
requirement in section 15G of the
Exchange Act, the final rule applies a
minimum 5 percent base risk retention
requirement to all securitization
transactions within the scope of section
15G, unless an exemption under the

final rule applies.4” The agencies
believe that this requirement will
provide sponsors with an incentive to
monitor and control the underwriting of
securitized assets and help align the
interests of the sponsor with those of
investors in the ABS interests. The
agencies note that, while Congress
directed that the rule include a risk
retention requirement of no less than 5
percent of the credit risk for any asset,
parties to a securitization transaction
may agree that more risk will be
retained. While some commenters asked
that the rule calibrate the credit risk on
an asset class basis (i.e., make a
determination that the credit risk
associated with certain asset classes is
lower than for other asset classes), the
agencies are declining to do that at this
time because the data provided by
commenters do not provide a sufficient
basis for the calibration of credit risk on
an asset class basis.48 For securitizations
where two or more entities would each
meet the definition of sponsor, the final
rule requires that one of the sponsors
complies with the rule, consistent with
the original and revised proposals. The
final rule does not prohibit multiple
sponsors from retaining credit risk as
long as one of those sponsors complies
with the requirements of the final rule.
The agencies are not allowing sponsors
to divide the required risk retention
generally because allowing multiple
sponsors to divide required risk
retention among themselves would
dilute the economic risk being retained
and, as a result, reduce the intended
alignment of interest between the
sponsor and the investors.

The agencies do not believe that it is
necessary or appropriate to attempt to
vary the amount of risk retention based
on the quality of the assets or other
factors and believe that attempting to do
so would unnecessarily complicate
compliance with the rule. As discussed
below, the agencies are adopting the
requirement that an eligible horizontal

47 See final rule at sections 3 through 10. Similar
to the proposal, the final rule, in some instances,
permits a sponsor to allow another person to retain
the required amount of credit risk (e.g., originators,
third-party purchasers in CMBS transactions, and
originator-sellers in ABCP conduit securitizations).
However, in such circumstances, the final rule
includes limitations and conditions designed to
ensure that the purposes of section 15G continue to
be fulfilled. Further, even when another person is
permitted to retain risk, the sponsor still remains
responsible under the rule for compliance with the
risk retention requirements, as discussed below.

48 As required by section 15G, the agencies have
established automobile, commercial real estate, and
commercial loan asset classes and related
underwriting standards designed to ensure a low
credit risk for assets originated to those standards.
The agencies provided for zero risk retention for
loans meeting the prescribed underwriting
standards.
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residual interest be measured at fair
value using a fair value methodology
acceptable under U.S. generally
accepted accounting principles (GAAP).
The agencies believe that generally
requiring that retention be 5 percent of
the fair value of the ABS interests issued
in the securitization transaction will
sufficiently calibrate the actual amount
of retention to the value of the assets,
including how that value may be
affected by expected losses. In addition,
subject to limited exceptions, such as
that applicable to transfers of CMBS
interests among qualified third-party
purchasers after five years, transfers to
majority-owned affiliates, and certain
permitted hedging activities, the final
rule prohibits the sponsor from hedging
or otherwise transferring its retained
interest prior to the applicable sunset
date, as discussed in Part IV.F of this
Supplementary Information.

The agencies note that the base risk
retention requirement is a regulatory
minimum and not a limit on what
investors or other market participants
may require. The sponsor, originator, or
other party to a securitization may
retain additional exposure to the credit
risk of assets that the sponsor,
originator, or other party helps
securitize beyond that required by the
rule, either on its own initiative or in
response to the demands or
requirements of private market
participants.

B. Permissible Forms of Risk
Retention—Menu of Options

Section 15G of the Exchange Act
expressly provides the agencies the
authority to determine the permissible
forms through which the required
amount of risk retention must be held.+9
Accordingly, the reproposal, like the
original proposal, would have provided
sponsors with multiple options to
satisfy the risk retention requirements of
section 15G. The flexibility provided in
the reproposal’s menu of options for
complying with the risk retention
requirement was designed to take into
account the heterogeneity of
securitization markets and practices and
to reduce the potential for the proposed
rules to negatively affect the availability
and costs of credit to consumers and
businesses. As proposed, the menu of
options approach was designed to be
consistent with the various ways in
which a sponsor or other entity, in
historical market practices, may have

49 See 15 U.S.C. 780-11(c)(1)(C)(i); see also S.
Rep. No. 111-176, at 130 (2010) (“The Committee
[on Banking, Housing, and Urban Affairs] believes
that implementation of risk retention obligations
should recognize the differences in securitization
practices for various asset classes.”).

retained exposure to the credit risk of
securitized assets.50 Historically,
whether or how a sponsor retained
exposure to the credit risk of the assets
it securitized was determined by a
variety of factors including the rating
requirements of the NRSROs, investor
preferences or demands, accounting and
regulatory capital considerations, and
whether there was a market for the type
of interest that might ordinarily be
retained (at least initially by the
sponsor).

Commenters generally supported the
menu-based approach of providing
sponsors with the flexibility to choose
from a number of permissible forms of
risk retention. While commenters were
generally supportive of a menu-based
approach, several commenters requested
that the final rule provide additional
options and increased flexibility for
sponsors to comply with the risk
retention requirement. In this regard,
several commenters asserted that the
final rule should permit third-party
credit support as additional forms of
risk retention, including insurance
policies, guarantees, liquidity facilities,
and standby letters of credit. One
commenter stated that such unfunded
forms of credit support are permitted by
the European risk retention framework
and allowing similar options would
provide greater consistency between the
U.S. and European rules. This
commenter further contended that the
final rule, at a minimum, should permit
such forms of unfunded risk retention
for a subset of sponsors, such as
regulated banks. A few commenters
requested that overcollateralization be
permitted as an alternative method of
risk retention. Further, the agencies
received several comments requesting
that the final rule include an option
allowing retention to be held in the form
of interests in the securitized assets
themselves. Along these lines, several
commenters sought additional
flexibility under the rule to hold risk
retention as loan participation interests
or companion notes instead of an ABS
interest. One commenter stated that,
while the use of participations in
securitization transactions may not
currently be customary, sponsors may
find such a structure advantageous in
connection with the risk retention
requirements. A few commenters said
that pari passu participation interests
and structures using pari passu
companion notes have been used in

50 See Board Report; see also Macroeconomic
Effects of Risk Retention Requirements, Chairman of
the Financial Stability Oversight Counsel (January
2011), available at http://www.treasury.gov/
initiatives/wsr/Documents/
Section946RiskRetentionStudy(FINAL).pdf.

certain types of CMBS transactions.
Other commenters requested that the
final rule allow for subordinated
participation interests. These
commenters said pari passu
participations should qualify as vertical
risk retention and subordinate
participation interests should qualify as
horizontal risk retention. The main
reason cited by these commenters for
expanding the forms of risk retention
recognized under the rule to include
this form of retention, other than future
flexibility as to form, was the possibility
that the sponsor could hold the same
economic exposure it would have as an
ABS interest form of risk retention,
while at the same time incurring lower
regulatory capital charges for that
exposure by holding it as a loan, and
avoiding consolidation of the structure
onto its balance sheet. Another
commenter suggested that the
availability of a participation option
may be important for commercial banks
because of their existing infrastructure
to share risk on a pari passu basis.

One commenter stated that the final
rule should provide more flexibility by
allowing sponsors to satisfy their risk
retention requirement through a
combination of means and that the rule
should not mandate forms of risk
retention for specific types of asset
classes or specific types of transactions.

The agencies have carefully
considered the comments and are
adopting the proposed menu of options
approach to risk retention largely as
proposed. The agencies continue to
believe that providing options for risk
retention is appropriate in order to
accommodate the variety of
securitization structures that will be
subject to the final rule and that the
menu of options, as proposed, provides
sufficient flexibility for sponsors to
satisfy their risk retention obligations.

After carefully considering the
comments requesting loan interests,
such as loan participations, as an
option, the agencies have decided not to
expand the recognized legal forms of
risk retention under the rule beyond
ABS interests by including pari passu
participation interests, subordinated
participation interests, pari passu
companion notes, or subordinated
companion notes. The agencies are
permitting specialized forms of
participations for two particular asset
classes as discussed below in
connection with CLO securitizations
and tender option bonds, subject to
several requirements under the rule.
However, the agencies believe that the
rule already provides sufficient
flexibility as to the economic forms of
risk retention and an additional form of
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risk retention is not necessary. The
agencies are concerned that offering
different legal forms, such as
participation interests or companion
loans, as a standard option would
introduce substantial complexity to the
rule in order to ensure that these forms
of retention were implemented in a way
that ensured that the holder had the
same economic exposure as the holder
of an ABS interest. In addition, given
the commenters’ reasons for requesting
that these options be made available, the
agencies are concerned that permitting
these types of interests to be held as
retention could raise concerns about
regulatory capital arbitrage.

The agencies do not believe it would
be appropriate to allow sponsors to
satisfy risk retention obligations through
third-party credit support, such as
insurance policies, guarantees, liquidity
facilities, or standby letters of credit. As
discussed in the reproposal, such forms
of credit support generally are not
funded at closing and therefore may not
be available to absorb losses at the time
they occur. Except in the case of the
guarantees from the Enterprises under
the conditions specified, which include
the Enterprises’ operating in
conservatorship or receivership with
capital support from the United States,
the agencies continue to believe that
unfunded forms of risk retention fail to
provide sufficient alignment of
incentives between sponsors and
investors and are not including them as
eligible forms of risk retention.

The final rule does not permit
overcollateralization as a standard
method of risk retention. While
overcollateralization may provide credit
enhancement to a securitization, the
agencies do not believe that a credit risk
retention option based solely on a
comparison of the face value 51 of the
securitized assets and the face value of
the ABS interests would provide
meaningful risk retention consistent
with the goals and intent of section 15G
because the face value of both the
securitized assets and the face value of
the ABS interests can materially differ
from their relative value and/or cost to
the sponsor.52 Moreover, the fair value

51The agencies are using the term “face value”
to mean the outstanding principal balance of a loan
or other receivable or an ABS interest and, with
respect to an asset that does not have a stated
principal balance, it means an equivalent value
measurement, such as securitization value.

52 The agencies have adopted a risk retention
option for revolving pool securitizations that relies
heavily on a comparison of the face value of the
securitized assets and the face value of the ABS
interests. However, reliance on the seller’s interest
option is limited to revolving pool securitizations
that include certain structural features and
alignment of incentives to address many of the

of an eligible horizontal residual interest
takes into consideration the
overcollateralization and excess spread
in a securitization transaction as
adjusted by expected loss and other
factors. Further, for the reasons
discussed in Part III.B.3 of this
Supplementary Information, the final
rule does not include a representative
sample option.

As in the reproposal, the permitted
forms of risk retention in the final rule
are subject to terms and conditions that
are intended to help ensure that the
sponsor (or other eligible entity) retains
an economic exposure equivalent to 5
percent of the credit risk of the
securitized assets at a minimum. As
described below, the final rule includes
several modifications to the various
forms of risk retention, as well as the
terms and conditions that were
proposed, to help ensure that sponsors
have a meaningful stake in the overall
performance and repayment of the
assets that they securitize. Each of the
forms of risk retention permitted by the
final rule and the measures intended to
ensure that sponsors retain meaningful
credit risk are described below.

1. Standard Risk Retention

a. Structure of Standard Risk Retention
Option

Under the revised proposal, standard
risk retention could have been used by
a sponsor for any securitization
transaction.53 Standard risk retention
could have taken the form of: (i) Vertical
risk retention; (ii) horizontal risk
retention; and (iii) any combination of
vertical and horizontal risk retention.5¢
Under the reproposal, a sponsor would
have been permitted to satisfy its risk
retention obligation by retaining an
eligible vertical interest, an eligible
horizontal residual interest, or any
combination thereof, in a total amount
equal to no less than 5 percent of the
fair value of all ABS interests in the
issuing entity that are issued as part of
the securitization transaction.

Through the vertical option, the
reproposal would have allowed a
sponsor to satisfy its risk retention

concerns the agencies had with respect to the
reliance on face value to measure required credit
risk retention. See Part IIL.B.2 of this Supplementary
Information.

53 As discussed above, in the original proposal, a
sponsor using standard risk retention would have
had to choose between a 5 percent horizontal
interest, 5 percent vertical interest, or a
combination of horizontal and vertical interests that
was approximately half horizontal and half vertical.
The agencies reproposed standard risk retention
with a more flexible structure in response to
concerns raised by commenters on the original
proposal. See Revised Proposal, 78 FR at 57937.

54 See Revised Proposal, 78 FR at 57937.

obligation with respect to a
securitization transaction by retaining at
least 5 percent of the fair value of each
class of ABS interests issued as part of
the securitization transaction. This
would provide the sponsor with an
interest in the entire securitization
transaction. As an alternative, the
reproposal would have allowed a
sponsor to satisfy its risk retention
requirement under the vertical option
by retaining a single vertical security.
As discussed in the reproposal, a single
vertical security would be an ABS
interest entitling the holder to a
specified percentage (e.g., 5 percent) of
the principal and interest paid on each
class of ABS interests in the issuing
entity (other than such single vertical
security) that result in the security
representing the same percentage of fair
value of each class of ABS interests.

Under the reproposal, a sponsor also
would have been permitted to satisfy its
risk retention obligation by retaining an
eligible horizontal residual interest in
the issuing entity in an amount equal to
no less than 5 percent of the fair value
of all ABS interests in the issuing entity
that are issued as part of the
securitization transaction. In lieu of
holding all or part of its risk retention
in the form of an eligible horizontal
residual interest, the reproposal would
have allowed a sponsor to cause to be
established and funded, in cash, a
reserve account at closing (eligible
horizontal cash reserve account) in an
amount equal to the same dollar amount
(or corresponding amount in the foreign
currency in which the ABS interests are
issued, as applicable) as would be
required if the sponsor held an eligible
horizontal residual interest.>5

As reproposed, an interest would
have qualified as an eligible horizontal
residual interest only if it was an
interest in a single class or multiple
classes in the issuing entity with respect
to which, on any payment date on
which the issuing entity would have
insufficient funds to satisfy its
obligation to pay all contractual interest
or principal due, any resulting shortfall
would reduce amounts paid to the
eligible horizontal residual interest prior
to any reduction in the amounts paid to
any other ABS interest until the amount
of such ABS interest is reduced to zero.
The eligible horizontal residual interest
would have been required to have the
most subordinated claim to payments of
both principal and interest by the
issuing entity.

Many commenters generally
supported the reproposal to allow a
sponsor to meet its risk retention

55 See Revised Proposal, 78 FR 57939.
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obligation by retaining an eligible
vertical residual interest, an eligible
horizontal residual interest, or any
combination of such interests. Such
commenters generally approved of the
flexibility that the reproposal would
provide to sponsors in structuring their
risk retention. Further, one commenter
expressed support for the single vertical
security option, asserting that it would
simplify compliance and monitoring
obligations of the sponsor. One
commenter, however, expressed
concern that the definition of single
vertical security could be read as though
the security could have different
percentage interests in each class and
requested that the definition be
amended to clarify that the specified
percentages must result in the fair value
of each interest in each such class being
identical.

The agencies received several
comments regarding the proposed
method by which a sponsor may satisfy
its risk retention requirement by holding
an eligible horizontal residual interest.
One commenter sought clarification as
to whether advance rates and
overcollateralization, equipment
residual values, reserve accounts and
third-party credit enhancement would
constitute eligible horizontal residual
interests. Another commenter sought
clarification as to whether the eligible
horizontal residual interest would be
required to have the most subordinated
claim to principal collections.?6 Further,
one commenter expressed concern that
the eligible horizontal residual interest
option would create a conflict of interest
between the sponsor and the holders of
the other classes of securities, to the
extent that the servicer would have
control over decisions that could
optimize the value of the interest at the
expense of other tranches.

Regarding the horizontal cash reserve
account, one commenter requested that
the final rule permit a broader range of
investments to align with market
practice regarding standard investments
used for funds held in collection,
reserve and spread accounts. Another
commenter requested that the final rule
permit funds from eligible horizontal
cash reserve accounts to be used to pay
critical expenses, so long as such
expense payments are made for
specified priorities and are disclosed to
investors. The commenter further
proposed that no disclosure or
calculations should be required for such

56 In response to a similar comment, the agencies
confirm that a structure under which the interest is
at the bottom of the priority of payments provisions,
or last in line for payment, would satisfy this
requirement whether or not the interest is “legally”
subordinated.

payments that are senior to amounts
owed to holders of third-party ABS
interests or that are made to transaction
parties unaffiliated with the securitizer.

The agencies invited comment on
whether the rule should require a
minimum proportion of risk retention
held by a sponsor under the standard
risk retention option to be composed of
a vertical component or a horizontal
component. Further, the agencies
invited comment on whether a sponsor
should be required to hold a higher
percentage of risk retention if the
sponsor retains only an eligible vertical
interest or very little horizontal interest.
The agencies did not receive any
comments in favor of these options. One
commenter expressed opposition to any
requirement for a minimum vertical or
horizontal component, claiming that
such a requirement would increase
compliance costs and increase the risk
that sponsors would, as a result of
accounting standards, have to
consolidate securitization entities into
their financial statements. In addition,
two commenters expressed opposition
to any higher risk retention requirement
for sponsors retaining only a vertical
interest.

Several commenters expressed
opinions on the effect that the proposed
standard risk retention option would
have on decisions by sponsors regarding
whether they are obligated by
accounting standards to consolidate a
securitization vehicle into their
financial statements. Two commenters
asserted that, because of the flexibility
of the proposed standard risk retention
option, in and of itself, the option
would not cause a sponsor to have to
consolidate its securitization vehicles.
One of these commenters observed that
case-by-case analyses would be required
and that the likelihood of consolidation
would increase as a sponsor retains a
greater portion of its required interest as
a horizontal interest. Another
commenter asserted that, if potential
investors require the sponsor to hold a
horizontal rather than a vertical interest,
or a combination, the consolidation risk
will increase. This same commenter
stated that forthcoming updated
guidance from the Financial Accounting
Standards Board may modify the way
sponsors analyze their consolidation
requirements. One commenter asserted
that consolidation concerns may cause
broker-dealers to limit their secondary
market support, with respect to certain
affiliate transactions, for the duration of
the risk retention period and that such
decisions may have an effect on
secondary market liquidity. As a way of
reducing consolidation risk, one
commenter stated that securitization

agreements should be required to give
securitization trusts the right to claim

5 percent of losses from securitizers as
they occur. Such losses, the commenter
asserted, should be held as contingent
liabilities on securitizers’ balance
sheets, against which reserves would
need to be held.

The agencies have carefully
considered comments on the reproposed
structure of the standard risk retention
option and, for the reasons discussed
below and in the reproposal, have
decided to adopt the approach as set
forth in the revised proposal with some
modifications. However, in the final
rule the agencies are adopting several
changes to the manner in which risk
retention must be measured and are
eliminating the restrictions on cash flow
to the eligible horizontal residual
interest. These changes are discussed in
Part II1.B.1 of this Supplementary
Information.

Consistent with the reproposal, the
final rule allows a sponsor to satisfy its
risk retention obligation by retaining an
eligible vertical interest, an eligible
horizontal residual interest, or any
combination thereof, as long as the
percentage of the eligible vertical
interest claimed as retention under the
rule, when added to the percentage of
the fair value of the eligible horizontal
residual interest claimed as retention for
purposes of the rule equals no less than
five. The final rule does not mandate a
minimum or specific percentage of
horizontal or vertical interest that
sponsors must hold when they choose
to satisfy their risk retention obligation
by holding a combination of vertical and
horizontal interests, nor does the final
rule require sponsors to hold a higher
percentage of risk retention if the
sponsor retains only an eligible vertical
interest. The agencies added language to
the final rule clarifying that the requisite
percentage of eligible vertical interest,
eligible horizontal residual interest, or
combination thereof retained by the
sponsor must be determined as of the
closing date of the securitization
transaction.5”

57 For example, a sponsor electing to hold risk
retention in the form of a combined horizontal and
vertical interest could determine the minimum
amount required to be retained pursuant to the rule
by determining the percentage of fair value
represented by the sponsor’s eligible horizontal
residual interest, and then supplementing that
amount with a vertical interest of a sufficient
percentage so that the sum of the two percentage
numbers equals five. To illustrate: If a sponsor
holds an eligible horizontal residual interest with
a fair value of 3.25 percent of the fair value of all
the ABS interests in the issuing entity, the sponsor
must also hold (at a minimum) a vertical interest
equal to 1.75 percent of each class of ABS interests
in the issuing entity. Alternatively, the sponsor may
retain a single vertical security representing 1.75
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The final rule allows a sponsor to
satisfy its risk retention obligation under
the vertical option by retaining a portion
of each class of the ABS interests issued
in the transaction or a single vertical
security which represents an interest in
each class of the ABS interests issued in
the securitization. The rule specifies the
minimum retention to be held by a
sponsor. As such, the fact that
provisions such as the definition of
eligible vertical interest and single
vertical security require the sponsor to
hold the same proportion of or interest
in each class of ABS interests does not
preclude the sponsor from holding
different proportions of or in each class.
However, it does preclude the sponsor
from claiming risk retention credit
under the rule for any proportional
interest in a class that is not the same
across all classes. For example, a
sponsor which holds a vertical interest
of 5 percent of the most junior class and
3 percent of all other classes issued by
the entity can only claim credit for a
3 percent vertical interest.

A sponsor choosing to satisfy its
retention obligation solely through the
retention of an interest in each class of
ABS interest issued will be required to
retain at least 5 percent of each class of
ABS interests issued as part of the
securitization transaction. A sponsor
using this approach will be required to
retain at least 5 percent of each class of
ABS interests issued in the
securitization transaction regardless of
the nature of the class of ABS interests
(e.g., senior or subordinated) and
regardless of whether the class of
interests has a face or par value, was
issued in certificated form, or was sold
to unaffiliated investors. For example, if
four classes of ABS interests are issued
by an issuing entity as part of a
securitization—a senior-rated class, a
subordinated class, an interest-only
class, and a residual interest—a sponsor
using this approach with respect to the
transaction will have to retain at least
5 percent of each such class or interest.
If a class of interests has no face value,
the sponsor will have to hold an interest
in 5 percent of the cash flows paid on
that class.

If a sponsor opts to satisfy its risk
retention requirement solely by
retaining a single vertical security, that
ABS interest must entitle the holder to
5 percent of the cash flows paid on each
class of ABS interests in the issuing
entity (other than such single vertical
security). This will provide sponsors an

percent of the cash flows paid on each class of ABS
interests in the issuing entity (other than the single
vertical security itself). The rule does not prohibit
the sponsor from retaining additional amounts of
horizontal interests, vertical interests, or both.

option that is simpler than carrying
multiple securities representing a
percentage share of every series,
tranche, and class issued by the issuing
entity, each of which might need to be
valued by the sponsor on its financial
statements every financial reporting
period. The single vertical security
option will provide the sponsor with the
same principal and interest payments
(and losses) as a 5 percent ownership of
each series, class, or tranche of the
securitization, in the form of one
security to be held on the sponsor’s
books.

Also consistent with the revised
proposal, the final rule allows a sponsor
to satisfy its risk retention obligation
exclusively through the horizontal
option by retaining a first loss eligible
horizontal residual interest in the
issuing entity in an amount equal to no
less than 5 percent of the fair value of
all ABS interests in the issuing entity
that are issued as part of the
securitization transaction. The eligible
horizontal residual interest may consist
of either a single class or multiple
classes in the issuing entity, provided
that each interest qualifies, individually
or in the aggregate, as an eligible
horizontal residual interest.?8 In the
case of multiple classes, this
requirement will mean that the classes
must be in consecutive order based on
subordination level. For example, if
there are three levels of subordinated
classes and the two most subordinated
classes have a combined fair value equal
to 5 percent of all ABS interests, the
sponsor will be required to retain these
two most subordinated classes if it is
going to satisfy its risk retention
obligation by holding only eligible
horizontal residual interests.

In lieu of holding all or part of its risk
retention in the form of an eligible
horizontal residual interest, the final
rule will allow a sponsor to cause to be
established and funded, in cash, an
eligible horizontal cash reserve account,
at closing, in an amount equal to the
same dollar amount (or corresponding
amount in the foreign currency in which
the ABS interests are issued, as
applicable) as would be required if the
sponsor held an eligible horizontal
residual interest. As described in the
reproposal, the eligible horizontal cash
reserve account will have to be held by
a trustee (or person performing
functions similar to a trustee) for the
benefit of the issuing entity. Consistent
with the reproposal, the final rule
includes several important restrictions
and limitations on the eligible

58 See section 2 of the final rule (definition of
“eligible horizontal residual interest”).

horizontal cash reserve account to
ensure that a sponsor that establishes an
eligible horizontal cash reserve account
will be exposed to the same amount and
type of credit risk on the securitized
assets as would be the case if the
sponsor held an eligible horizontal
residual interest. The intention of these
restrictions is to ensure amounts in the
account would be available to absorb
losses to the same extent as an eligible
horizontal residual interest. Therefore,
investments of funds in the account and
uses of the account are limited. The
agencies are not following commenters’
suggestion to broaden the range of
permissible investments of funds in the
horizontal cash reserve account because
that could undermine the capacity of
the account to absorb losses as they
occur to the same extent as an eligible
horizontal residual interest. Any use of
funds other than loss coverage could
result in fewer funds to absorb losses
later. The types of permissible
investments likewise are restricted to
cash and cash equivalents in order to
ensure that the account will not incur
investment losses and reduce the
capacity of the account to absorb losses
of the securitization transaction. The
agencies view ‘‘cash equivalents” to
mean high-quality, highly-liquid short-
term investments the maturity of which
corresponds to the securitization’s
expected maturity or potential need for
funds and that are denominated in a
currency that corresponds to either the
securitized assets or the ABS interests.
Depending on the specific funding
needs of a particular securitization,
“cash equivalents” might include
deposits insured by the FDIC,
certificates of deposit issued by a
regulated U.S. financial institution,
obligations backed by the full faith and
credit of the United States, investments
in registered money market funds, and
commercial paper. For securitization
transactions whose securitized assets or
ABS interests are denominated in a
foreign currency, cash equivalents
would include cash equivalents
denominated in the foreign currency.
The agencies believe that the permitted
investment options provide sufficient
flexibility to sponsors that choose to
create an eligible horizontal cash reserve
account, while ensuring that such
sponsors will be exposed to the same
amount and type of credit risk as would
be the case if the sponsor held an
eligible horizontal residual interest.

In response to commenter concerns,
the agencies believe that it would not
violate the requirements of the eligible
horizontal cash reserve account if as a
result of a shortfall in the available cash
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flow, critical expenses of the trust
unrelated to credit risk, such as
litigation expenses or trustee or servicer
expenses, are paid from an eligible
horizontal cash reserve account, so long
as such payments, in the absence of
available funds in the eligible horizontal
cash reserve account, would be paid
prior to any payments to holders of ABS
interests and such payments are made to
parties that are not affiliated with the
Sponsor.

The agencies believe the standard risk
retention option, as adopted, provides
sponsors with flexibility in choosing
how to structure their retention of credit
risk in a manner that is compatible with
current practices in the securitization
markets. For example, in securitization
transactions where the sponsor would
typically retain less than 5 percent of an
eligible horizontal residual interest, the
standard risk retention option will
permit the sponsor to hold the balance
of the risk retention as a vertical
interest. Each sponsor will have to
separately analyze whether the
particular option the sponsor selects
under the rule requires the sponsor to
consolidate the assets and liabilities of
a securitization vehicle onto its own
balance sheet for accounting purposes.
The rule itself does not provide
guidance on performing the
consolidation analysis, either in support
of deconsolidation or in requirement of
consolidation.

b. Risk Retention Measurement and
Disclosures

As explained in the revised proposal,
to provide greater clarity for the
measurement of risk retention and to
help prevent sponsors from structuring
around their risk retention requirement
by negating or reducing the economic
exposure they are required to maintain,
the agencies proposed to require
sponsors to measure their risk retention
requirement using fair valuation
methodologies acceptable under
GAAP.59

Several commenters supported the
proposed requirement that sponsors
measure their risk retention requirement
using fair value. These commenters
expressed the view that the use of fair
value would be a more prudent
approach than using face value and
would be consistent with market
practice. Other commenters, however,
expressed general concern with the
proposed method by which sponsors
would be required to measure their risk
retention. One commenter asserted that

59 Cf. Financial Accounting Standards Board,
Accounting Standards Codification Topic 820—Fair
Value Measurement.

using fair value instead of face value
would require sponsors to hold higher
risk retention levels and attract
additional investor capital, leading to
higher borrowing costs. Two
commenters explained that many
sponsors who consolidate their issuing
entities or keep their securitizations on
their balance sheets do not currently
utilize fair value calculations, and that
requiring such sponsors to measure
their risk retention with fair value
would create significant burden and
expense.

Commenters expressed several
specific accounting concerns regarding
the use of fair value to measure risk
retention. Two commenters asserted
that calculation of fair value under
GAAP is not designed to provide a
definitive value, but a range of values.
In this regard, they expressed concerns
about how the requirements could be
met if a sponsor calculates multiple
possible fair values. One commenter
asserted that requiring sponsors to
determine fair value in accordance with
GAAP would be burdensome for
securitization transactions where the
sponsor (or other retaining entity) is
established outside the United States,
giving rise to additional work and costs.
For such transactions, the commenter
urged the agencies to allow sponsors to
measure fair value using local (non-
U.S.) GAAP or International Financial
Reporting Standards (IFRS). One
commenter asserted that GAAP does not
prescribe use of a single valuation
technique, but allows entities to use
various techniques, including market,
income and cost approaches. The
commenter stated, however, that the
reproposal implied that sponsors would
be limited to specific valuation
techniques and requested that the final
rule clarify that sponsors are not so
restricted. The commenter also asserted
that the reproposal equated intrinsic
value with fair value, which are distinct
standards of value. In this regard, the
commenter stated that reference to
intrinsic value should either be
excluded from the final rule or the
agencies should clarify that intrinsic

and fair value are two separate concepts.

The agencies invited comment in the
reproposal on whether accountants
would be asked to perform agreed upon
procedures reports related to
measurement of the fair value of
sponsors’ retained ABS interests. One
commenter responded that such
requests would be unlikely and
requested that the agencies not mandate
agreed upon procedures in the final
rule.

One commenter stated that sponsors
should be permitted to measure their

risk retention requirement by using
either fair value or securitization value
(the value specified in the operative
documents for the securitization
transaction, subject to certain
limitations) methodology. The
commenter stated that securitization
value is familiar to sponsors and
investors, and permitting its use would
accommodate a range of current
industry practices. The commenter also
stated that securitization value would be
easier to compute than fair value.

One commenter asserted that any
required risk retention amount for ABCP
conduits should be calculated by
reference to the principal balance, and
not the fair value, of the ABS interests
and asserted that using fair value will be
difficult, expensive and unnecessary,
especially given the revolving nature of
the asset pool. Commenters also
requested clarification as to whether,
when they are calculating the fair value
with respect to revolving pool of assets,
they can make static pool assumptions.

Having considered the comments
described above, the agencies are
adopting a fair value framework
substantially similar to the reproposal
for calculating eligible horizontal
residual interests in the final rule. As
discussed in the reproposal, this
measurement uses methods consistent
with valuation methodologies familiar
to market participants and provides a
consistent framework for calculating
residual risk retention across different
securitization transactions. It also takes
into account various economic factors
that may affect the securitization
transaction, which should aid investors
in assessing the degree to which a
sponsor is exposed to the risk of the
securitized assets. As discussed below,
in response to commenters the agencies
are not adopting the proposed fair value
measurement requirement for eligible
vertical interests because such
measurement is not necessary to ensure
that the sponsor has retained 5 percent
of the credit risk of the ABS interests
issued.

Consistent with the reproposal, the
agencies are not modifying the final rule
to allow for calculation of fair value
using the fair value measurement
framework under local GAAP or IFRS
for securitization transactions where the
sponsor is established outside the
United States. The agencies believe that,
as of the time the final rule is adopted,
these alternative valuation frameworks
and GAAP have common requirements
for measuring fair value, which should
minimize the burden to sponsors
established outside the United States of
measuring fair value using the GAAP
framework. The agencies believe that
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the benefits of being able to easily
compare the fair value of risk retention
in two separate issuances of ABS
interests regardless of where the
sponsors are established outweigh any
minimal burden imposed by the
requirement to use GAAP fair value.

In response to commenters’ concerns
about the burden of repeatedly
calculating fair value for a constantly
changing pool of securitized assets, the
agencies believe that no change to the
reproposed rule is required. Under the
final rule, only those securitization
transactions in which the issuing entity
issues ABS interests more than once
need to calculate the fair value of the
eligible horizontal residual interest
multiple times. The final rule provides
specific risk retention options for most
sponsors of securitizations that issue
multiple series of ABS interests,
including revolving pool securitizations,
tender option bond programs and ABCP
conduits. The agencies also note that
those securitization structures which
issue ABS interests on a frequent basis,
primarily ABCP conduits and tender
option bond programs, typically issue
short-term securities for which the fair
value calculation should be less
complex. The agencies are clarifying
that, to the extent that a sponsor uses a
valuation methodology that calculates
fair value based on the pool of
securitized assets as of a certain date,
the sponsor of a securitization of a
revolving or dynamic pool of securitized
assets would be able to calculate the fair
value of the ABS interests using data
with respect to the securitized assets as
of a cut-off date or similar date, as
described below, which the agencies
believe should alleviate some of the
concerns expressed by commenters
about the burden of repeatedly
calculating the fair value of the ABS
interests issued. The agencies believe
that this approach appropriately
balances commenters’ concerns with the
agencies’ policy goals of providing
appropriate transparency into a
sponsor’s calculation of the fair value of
ABS interests under the final rule.

Additionally, the agencies have
concerns that the alternative suggested
by commenters of calculating fair value
no more than once per month would
create unintended consequences. For
instance, the calculation of fair value of
ABS interests up to a month before the
issuance of those ABS interests or up to
a month after the issuance of those ABS
interests could result in disclosure to
investors based on unreliable
assumptions about pricing and the
expected volume of ABS interests to be
issued and possibly the issuance of ABS

interests in violation of the sponsor’s
risk retention requirements.

Under the final rule, to the extent a
sponsor uses a valuation methodology
that calculates fair value based on the
pool of securitized assets as of a certain
date, a sponsor would be permitted to
use a cut-off date for establishing the
composition and characteristics of the
pool of securitized assets collateralizing
the asset-backed securities (or similar
date) that is not more than 60 days prior
to the date of first use of the fair value
calculation with investors, except in the
case of a securitization transaction that
makes distributions to investors on a
quarterly or less frequent basis, in
which case the sponsor may use a cut-
off date or similar date not more than
135 days prior to the date of first use of
the fair value calculation with
investors.60 The final rule requires that
disclosures to investors be based on
information about the asset pool (such
as the characteristics of and
assumptions regarding the pool that will
be used to determine fair value) as of the
cut-off date or similar date specified by
the sponsor. The actual balance of the
securitized assets (and the calculation of
fair value) may include anticipated
additions to and removals of assets that
the sponsor will make between the cut-
off date or similar date and the closing
date. For purposes of the fair value
calculation, the ABS interests must
include all ABS interests issued prior to,
and expected to be issued in, the
pending offering of ABS interests.61 The
agencies believe this will accommodate
the reporting described by commenters
and the evaluation of pool assets
suggested by commenters with respect
to fair value calculations. The agencies
recognize that not all securitization
transactions update information about
securitized assets on a monthly basis.
The final rule permits sponsors to rely
on information about the securitized
assets based on a date not more than 135
days prior to the date of first use with
investors for subsequent issuances of
ABS interests by the same issuing entity
with the same sponsor for which the
securitization transaction distributes
amounts to investors on a quarterly or
less frequent basis.52

60 The agencies expect that a sponsor will include
disclosure about the cut-off date as an aspect of the
fair valuation methodology it used.

61 The sponsor may include adjustments to the
balance of ABS interests that are expected to occur
in the ordinary course of events, such as scheduled
principal reductions and planned issuances
expected to occur after the pending offering of ABS
interests.

62 The 135-day period provides sponsors with
approximately 45 days after the end of any quarter
in which to provide the required information to
investors if the issuing entity makes distributions to

As discussed in the reproposal, fair
value is a measurement framework that
requires an extensive use of judgment
for certain types of financial
instruments, for which significant
unobservable inputs are necessary to
determine their fair value. To provide
transparency to investors, regulators and
others on how the sponsor calculates
fair value in order to determine its
eligible horizontal residual interest, and
to ensure that this calculation
adequately reflects the amount of a
sponsor’s economic ‘“‘skin in the game,”
the agencies proposed to require
disclosure of the sponsor’s fair value
methodology and all significant inputs
used to measure its eligible horizontal
residual interest. Under the reproposal,
sponsors that elected to utilize the
horizontal risk retention option would
have been required to disclose the
reference data set or other historical
information used to develop the key
inputs and assumptions intended to
meaningfully inform third parties of the
reasonableness of the key cash flow
assumptions underlying the measure of
fair value. Such key assumptions could
include default, prepayment, and
recovery. As discussed in the
reproposal, the agencies believed that
these valuation inputs would help
investors assess whether the fair value
measure used by the sponsor to
determine the amount of its risk
retention is comparable to investors’
expectations.

Specifically, with respect to eligible
horizontal residual interests, the
reproposal would have required that
sponsors provide (or cause to be
provided) to potential investors a
reasonable time prior to the sale of ABS
interests in the issuing entity and, upon
request, to the Commission and its
appropriate Federal banking agency (if
any) disclosure of:

e The fair value (expressed as a
percentage of the fair value of all ABS
interests issued in the securitization
transaction and dollar amount (or
corresponding amount in the foreign
currency in which the ABS interests are
issued, as applicable)) of the eligible
horizontal residual interest that would
be retained (or was retained) by the
sponsor at closing, and the fair value
(expressed as a percentage of the fair
value of all ABS interests issued in the
securitization transaction and dollar
amount (or corresponding amount in the
foreign currency in which the ABS
interests are issued, as applicable)) of

investors no more frequently than quarterly. This
period parallels timeframes for prospectus and
static pool information under Regulation AB. See
Items 1104 and 1105 of Regulation AB.
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the eligible horizontal residual interest
required to be retained by the sponsor
in connection with the securitization
transaction;

e A description of the material terms
of the eligible horizontal residual
interest to be retained by the sponsor;

e A description of the methodology
used to calculate the fair value of all
classes of ABS interests;

¢ The key inputs and assumptions
used in measuring the total fair value of
all classes of ABS interests and the fair
value of the eligible horizontal residual
interest retained by the sponsor
(including the range of information
considered in arriving at such key
inputs and assumptions and an
indication of the weight ascribed
thereto) and the sponsor’s technique(s)
to derive the key inputs; and

e The historical data that would
enable investors and other stakeholders
to assess the reasonableness of the key
cash flow assumptions underlying the
fair value of the eligible horizontal
residual interest. Examples of key cash
flow assumptions may include default,
prepayment, and recovery.

The agencies received significant
comment on the proposed disclosure
requirements with respect to the eligible
horizontal residual interest, particularly
regarding the proposed timing of
disclosures and fair value calculations.
Commenters expressed a number of
concerns regarding the pre-sale
disclosure requirement. Several
commenters stated that there is an
inherent conflict between the proposed
requirement that fair value disclosures
be made a reasonable time prior to the
sale of ABS interests and the
requirement that fair value be
determined as of the day on which the
price of the ABS interests to be sold to
third parties is determined. Further,
several commenters asserted that the
most objective and accurate way to
calculate fair value is to base the
valuation on an observable market price,
but this option is unavailable to
sponsors in advance of pricing. In order
to comply with the pre-sale disclosure
requirement, they contended that
sponsors would be required to make
material assumptions, based on less
reliable secondary sources, regarding
interest, default, recovery and
prepayment rates, as well as timing of
reinvestments for revolving pools. Doing
so, they asserted, would often result in
differences between the pre-sale and
final fair value and would confuse
investors.

One commenter raised a concern
about the proposed requirement that fair
value be calculated as of the day on
which the price of ABS interests sold to

third-party investors is determined. The
commenter, asserting that pricing for
different classes in single-securitization
transactions often occurs on different
days, urged the agencies to clarify that
the determination of fair value should
be done for all classes of asset-backed
securities at a single time after a
specified percentage threshold of classes
of asset-backed securities have priced.

As a proposed solution to the timing
concerns summarized above, two
commenters recommended that the final
rule should require fair value
determinations to be made after pricing
but before closing of the transaction.
The commenters stated that this would
allow sponsors to more accurately
determine fair value based on pricing of
the securitization transaction. The
commenters further stated that sponsors
could still be required to disclose the
expected form of risk retention prior to
sale, but they should only be required
to determine the fair value of those
interests shortly after pricing.

In addition to timing concerns, many
commenters expressed concerns about
the proposed requirement that sponsors
disclose the key inputs and assumptions
used in measuring fair value and the
sponsor’s technique(s) used to derive
the key inputs. Two commenters
specifically stated that requiring such
disclosures may mislead investors by
making such inputs and assumptions
seem authoritative. Further, several
commenters asserted that the proposal
would require sponsors to disclose
information that is proprietary, highly
confidential and commercially
sensitive. Such information, they
contended, could be used by third
parties to the competitive disadvantage
of the sponsor. One commenter raised
specific concerns regarding the
disclosure of reference data sets, noting
that disclosure of such information
could allow the reverse-engineering of
proprietary models.

While two commenters expressed
support for the reproposal’s
requirements that sponsors disclose the
various components that were used to
make fair value determinations, many
others requested significant
modifications to the disclosure
requirements. Several commenters
asserted that the rule should only
require a simple disclosure to the effect
that risk retention has been measured as
required by the final rule. Several
commenters stated that sponsors should
only be required to make disclosures to
the Commission and banking agencies,
rather than to investors. Two such
commenters proposed that issuers
should be required to retain the
documentation about assumptions and

methodology used in calculating their
risk retention obligations for a specified
period of time and make such
information available for inspection by
the Commission and banking agencies,
if requested. Further, one commenter
proposed that sponsors should only be
required to provide the agencies with a
post-securitization fair value report
within a reasonable time after the issue
date.

Significant concern was raised
regarding potential liability and
litigation that commenters stated may
result when fair value projections,
assumptions and calculations disclosed
to investors turn out to be incorrect. A
few commenters expressed the view that
liability risk would be particularly high
from incorrect loss projections. Several
commenters asserted that litigation risks
may undermine the horizontal option by
convincing many sponsors to rely
instead on the vertical option. Another
commenter asserted such concerns may
convince sponsors to hold risk retention
closer to the 5 percent minimum than
they otherwise would because it is
easier to demonstrate that a projected 5
percent risk retention would be
accomplished than it would be for a
larger percentage. Several commenters
urged the agencies to provide a safe
harbor from liability for all fair value
calculations, which would protect
sponsors as long as the methodology
and assumptions used to make such
calculations are reasonable and made in
good faith.

Two commenters proposed that for
simple structures, sponsors should not
be required to make fair value
determinations or related disclosures,
nor should the cash flow restriction (as
described below) apply. The
commenters requested that such relief
be provided to structures with the
following characteristics: (1) The
principal amount of the ABS interests
sold to third parties is less than 95
percent of the principal amount of the
securitized assets (and, in the case of
pre-funded transactions, any cash held
in a pre-funded account); (2) the
weighted average interest rate (for
leases, the implicit interest rate used to
calculate the lease payments) on the
securitized assets (or the discount rate
in the case of a securitization value
calculation) is not expected to be less
than the time-weighted average interest
rate on the ABS interests sold to third
parties (for revolving and pre-funded
transactions, this condition would be
satisfied upon the completion of each
addition of additional assets); (3) all of
the ABS interests sold to third parties
are traditional interest-bearing debt
securities; and (4) the residual interest
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retained by the sponsor or other holder
of a retained interest otherwise meets
the requirements of an eligible
horizontal residual interest.

The agencies have carefully
considered the concerns of commenters
with respect to the proposed disclosure
requirements related to the fair value
calculation of eligible horizontal
residual interests. The agencies
continue to believe that it is important
to the functioning of the final rule to
ensure that investors and the markets, as
well as regulators, are provided with
key information about the methodology
and assumptions used by sponsors
under the final rule to calculate the
amount of their eligible horizontal
residual interests using the fair value
measurement framework under GAAP.
As the agencies have previously
observed, fair value is a measurement
framework that for certain types of
instruments requires an extensive use of
judgment. In situations where
significant unobservable inputs are used
to determine fair value, disclosures of
those assumptions are necessary to
enable investors to effectively evaluate
the fair value calculation. Therefore, the
agencies are generally retaining the
proposed fair value disclosure
requirements with some modifications
in response to commenter concerns, as
further discussed below.

The agencies have considered the
concerns raised by commenters about
the potential conflict between pre-sale
disclosure and timing of the fair value
measurement. The agencies believe that
it is important that investors be
provided with information that would
allow them to better evaluate how
sponsors will measure the fair value of
the eligible horizontal residual interest
to be retained and that such information
be provided prior to the investor’s
investment decision. The final rule
continues to require certain fair value
disclosures to be provided to investors
a reasonable period of time prior to the
sale of an asset-backed security.
Nonetheless, the agencies recognize that
any valuation information given prior to
sale may often be preliminary.
Therefore, the agencies have revised the
final rule to address these concerns. The
final rule allows sponsors, for
disclosures provided prior to sale, to
disclose the sponsor’s determination of
a range of fair values for the eligible
horizontal residual interest that the
sponsor expects to retain at the close of
the securitization transaction. Under the
final rule, a sponsor may provide a
range of fair values for the eligible
horizontal residual interest only if the
specific prices, sizes or rates of interest
of each tranche of the securitization are

not available. Additionally, this range of
fair values must be based on a range of
bona fide estimates or specified prices,
sizes, or rates of interest of each tranche
of the securitization. The agencies note
that in practice this will allow the
sponsor to provide fair value disclosures
based on the pricing guidance
traditionally provided to investors prior
to sale.53 The sponsor must also disclose
the method by which it determined any
range of bona fide estimates or specified
prices, tranche sizes or rates of interest.

The final rule also requires the
sponsor to provide to investors a
reasonable time after the closing of the
securitization transaction the actual fair
value measurement of the ABS interests
and the eligible horizontal residual
interest that the sponsor is required to
retain, expressed as a dollar amount and
percentage. This post-closing disclosure
must be based on actual sale prices and
finalized tranche sizes and
corresponding interest rates at the
closing of the securitization transaction.

The agencies continue to believe that
the fair value of the eligible horizontal
residual interest held by the sponsor as
calculated post-closing must not be less
than the amount required under the rule
to be held by the sponsor. Although
commenters expressed some concern
about possible adjustments to the
transaction occurring prior to closing
that may impact the fair value of the
eligible horizontal residual interest, the
agencies expect that, if necessary, as
part of the pricing process, the sponsor
will make adjustments to tranche sizes,
increase the percentage of vertical
interest retained by the sponsor, or
otherwise take actions to ensure that the
actual fair value of the eligible
horizontal residual interest held by the
sponsor satisfies the sponsor’s risk
retention obligations.

The sponsor also must disclose at that
time any material differences between
the inputs and assumptions that had
been disclosed by the sponsor to
potential investors prior to sale (as
required by the final rule) and the actual
methodology, inputs, and assumptions
used by the sponsor to measure fair
value for purposes of the final rule. The
agencies believe that this bifurcated

63 The agencies expect that the range of bona fide
estimates or specified prices, tranche sizes or rates
of interest should be reasonably narrow, reflecting
then current market conditions and the relationship
between the sponsor’s range of bona fide estimates
or specified prices, tranche sizes or rates of interest
and the historical data or other information used to
derive the range of bona fide estimates or specified
prices, tranche sizes or rates of interest. The
agencies also expect that in most instances the
range of assumed sale prices and tranche sizes will
correspond closely to any pricing guidance
provided to potential purchasers prior to sale.

approach to the timing of disclosures, as
well as clarification that the pre-closing
disclosures are based on a sponsor’s
range of bona fide estimates or specified
prices, tranche sizes or rates of interest
with relation to the fair value
measurement of the ABS interests,
should effectively balance the benefits
investors and others receive from the
disclosures against the concerns of
Sponsors.

The final rule generally retains the
proposed requirement that the sponsor
disclose a description of the
methodology it uses to measure the fair
value of the ABS interests and its
eligible horizontal residual interest. For
example, under the final rule sponsors
are required to disclose the valuation
methodology the sponsor used to
determine fair value, such as discounted
cash flow analysis, comparable market
data, vendor pricing, or internal-model
based analysis.

As discussed above, a number of
commenters expressed concern about
heightened legal risk and other risks due
to the proposed requirement to disclose
quantitative information about key
inputs and assumptions, and various
commenters requested that the agencies
not require these disclosures to be
provided to investors. The agencies
continue to believe that disclosure of
descriptive information with respect to
key inputs and assumptions used in fair
value measurement is important for
helping investors to assess whether the
fair value measure used by the sponsor
to determine its eligible horizontal
residual interest is comparable to
market expectations. However, in
response to commenter concerns, the
agencies are modifying these
requirements to take into account the
preliminary and estimated nature of
pricing information that may need to be
used to calculate fair value prior to the
sale of an asset-backed security.

The agencies believe that the
disclosure required by the accounting
standards that gives investors and others
an understanding of how companies
measure fair value is also pertinent to
investors’ and regulators’ understanding
how sponsors calculate the fair value of
their eligible horizontal residual
interests under the rule. Therefore, the
final rule requires that the sponsor
disclose, at a minimum, a description of
all the inputs and assumptions it uses
to calculate the fair value of the ABS
interests and its eligible horizontal
residual interest, including, as
applicable and relevant to the
calculation, disclosures on discount
rates, loss given default (recovery rates),
prepayment rates, default rates, the lag
time between default and recovery, and
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the basis of forward interest rates used.
The agencies have not prescribed the
exact format of the description of key
inputs and assumptions that sponsors
are required to provide under the final
rule. The agencies expect that the format
of the required description will be
tailored to the key inputs and
assumptions and the reference data sets
or other historical information
underlying those key inputs and
assumptions being described. The
agencies believe that the descriptions
may be disclosed in quantitative or
narrative form or in a graphical or
tabular format, as appropriate.

The sponsor is required to provide
descriptions of all inputs and
assumptions that either could have a
material impact on the fair value
calculation or would be material to a
prospective investor’s ability to evaluate
the sponsor’s fair value calculations.
The required description of the material
terms of the eligible horizontal residual
interest to be retained by the sponsor
should include a description of the rate
of interest and other payment terms,
including contractually pre-determined
events that would reasonably be likely
to result in a materially disproportionate
payment of principal to the holder of
the residual interest, as well as any
reductions in overcollateralization. To
the extent the required disclosure
includes a description of a curve or
curves in connection with the sponsor’s
fair value calculations, the sponsor must
disclose a description of the
methodology that was used to derive
each curve and a description of any
aspects or features of each curve that
could materially impact the fair value
calculation or the ability of a
prospective investor to evaluate the
sponsor’s fair value calculation. The
agencies expect that a description of the
material aspects of a curve would
include any aspects of the curve that
could be reasonably expected to have a
material impact on the timing and
amounts of distributions expected to be
paid to the holder of the eligible
horizontal residual interest (or released
from the eligible horizontal cash reserve
account).

For example, if the sponsor uses
curves with respect to certain key inputs
and assumptions in the fair value
calculations, the agencies expect that
the description of those key inputs and
assumptions would not assume straight
lines (e.g., zero-loss assumptions). As a
further example, if the sponsor uses a
prepayment curve to calculate the fair
value of the ABS interests and its
eligible horizontal residual interest for a
residential mortgage securitization
transaction, the disclosure might

indicate that estimated annual
prepayments are expected to range from
X percent to Y percent, notably
increasing after 36 months of
amortization and peaking after 84
months of amortization. Furthermore, to
the extent the inputs and assumptions
are observable and based on market
prices or other public information, the
sponsor should disclose those inputs
and assumptions or their source in order
to fulfill its requirement under the final
rule.

The post-closing fair value disclosure,
which is required a reasonable time
after the closing, obligates the sponsor
to disclose any material differences
between the range of bona fide estimates
or specified prices, tranche sizes or rates
of interests disclosed previously, as the
case may be, and the actual prices,
tranche sizes or rates of interest used by
the sponsor in its calculation of the fair
value under the rule for the ABS
interests sold at closing. This permits
sponsors to use the actual pricing of the
ABS interests as the basis for their final
disclosure requirement, which
addresses certain of the concerns raised
by commenters discussed above.

The agencies believe that the
revisions made to the rule appropriately
balance the agencies’ concerns that fair
value disclosure requirements
adequately allow an investor to analyze
the amount of a sponsor’s economic
““skin in the game” with commenters’
concerns about the level of detail
required by the fair value disclosure
requirements.

The agencies observe that financial
companies commonly provide company
or portfolio-level disclosure in their
financial statements about estimated
ranges (and weighted averages) for
certain inputs, such as interest rates and
prepayment rates. Furthermore,
sponsors of recent publicly-offered
securitization transactions have
disclosed modeling assumptions for
prepayment rates based on the
characteristics of securitized loans. The
agencies believe that the disclosures
required under the final rule are similar
in nature, albeit more detailed, than
these public disclosures already being
made for financial reporting and similar
purposes. The agencies understand that
some types of inputs and assumptions
have generally not been publicly
disclosed, and that most sponsors have
disclosed certain inputs at the balance
sheet or portfolio level for different
types of assets, with varying degrees of
granularity that have generally not
included disclosures for individual
transactions. However, the agencies
observe that some of the concerns that
commenters have raised about potential

liability for disclosure of inputs and
assumptions at the transactional level
could also be pertinent at the portfolio
level if the inputs and assumptions were
later proved incorrect. Furthermore, the
agencies believe that the modifications
to the disclosure requirement that
permit the sponsor to disclose a range
of fair values based on assumptions
about pricing, appropriately balances
commenters’ concerns with the
agencies’ policy goals of providing
appropriate transparency into a
sponsor’s calculation of the fair value of
ABS interests and eligible horizontal
residual interest under the final rule. In
response to commenters’ concerns about
the proposed requirement to disclose
the reference data set or other historical
information used to develop the key
inputs and assumptions used in the fair
value measurement of the ABS interests,
the agencies have modified significantly
that requirement in the final rule. The
agencies understand there may be
significant legal concerns with
disclosing this data, including the
proprietary nature and value of the data
and contractual restrictions with respect
to disclosure when the data is provided
by third parties. The agencies believe
that investors may in many cases
independently obtain representative
data sets for evaluating the ABS
interests offered for purposes of
evaluating the sponsor’s fair value
measurement, including the disclosures
on the sponsor’s inputs and
assumptions required by the final rule
and described above.

The final rule requires that the
sponsor provide a summary description
of the reference data set or other
historical information used to develop
the key inputs and assumptions used in
the sponsor’s calculation of the fair
value of the ABS interests, including
loss given default and default rates. This
disclosure should meaningfully inform
third parties of the reasonableness of the
key cash flow assumptions underlying
the sponsor’s measurement of fair value.
Relevant information may include the
number of data points, the time period
covered by the data set, the identity of
the party that collected the data, the
purpose for which the data was
collected and, if the data is publicly
available, how the data may be
accessed. The agencies believe that this
represents an appropriate balance
between the information required for an
investor to evaluate the sponsor’s fair
value disclosure and commenter’s
concerns about the disclosure of the
reference data set or other historical
information. In response to commenters’
requests that the agencies provide a safe
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harbor from liability for all fair value
calculations, as long as the methodology
and assumptions used to make such
calculations are reasonable and made in
good faith, the agencies do not believe

a new safe harbor is necessary. The final
rule does not alter any existing antifraud
liability provisions of the Federal
securities laws. Furthermore, sponsors
may provide additional disclosure to
take advantage of the existing safe
harbor for forward-looking statements
under section 27A of the Securities
Act,54 if applicable, and the “bespeaks
caution” defense developed through
case law.65

To this end, the sponsor should
consider carefully the disclosure
requirements under the Federal
securities laws. The sponsor should be
cognizant of surrounding disclosure and
should determine if the disclosure of
such fair value methodology and related
assumptions requires additional
statements or information.66

To the extent the assumptions made
in connection with the methodology
used to measure fair value are not
entirely consistent with other disclosure
regarding the securitization structure
and the transaction parties, the sponsor
may need to include additional
statements or information that reduce
the potential confusion among
investors. Alternatively, to the extent
allowed under the fair value
measurement framework under GAAP, a
sponsor could use a methodology and
assumptions that are more consistent
with the sponsor’s other disclosures
regarding the securitization structure
and the transaction parties.

The agencies did not provide an
option for “simple structures” based on
the face value of the securitized assets
and the face value of the ABS interests.
The agencies believe that the face value
of both the securitized assets and the
face value of the ABS interests do not
necessarily reflect the actual value of
the securitized assets or the ABS
interests, respectively. For certain assets
such as leases, the “face value” of the
underlying assets is a number calculated
solely for purposes of the securitization
transaction and the calculation involves

64 See 15 U.S.C. 77z-2.

65 See, e.g., Polin v. Conductron Corp., 552 F.2d
797, 806 n.28 (8th Cir. 1977); Luce v. Edelstein, 802
F.2d 49, 56 (2d Cir. 1986); In re Donald J. Trump
Casino Sec. Litig., 7 F.3d 357, 364 (3d Cir. 1993);

P. Stolz Family P’ship L.P. v. Daum, 355 F.3d 92,
96-97 (2d Cir. 2004); and Jowa Pub. Emps.’ Ret. Sys.
v. MF Global Ltd., 620 F.3d 137, 141-142 (2d Cir.
2010).

66 See, e.g., Rule 408 under the Securities Act;
Sections 11, 12(a)(2) and 17(a) of the Securities Act;
Section 10(b) of the Exchange Act; Rule 10b—5
under the Exchange Act; and Rule 12b—20 under the
Exchange Act.

many of the inputs and assumptions
discussed above in relation to fair value.
The face value of certain ABS interests
such as the CMBS B-piece does not
reflect the substantial discount to face
value at which such ABS interests are
often sold to investors. As the face value
of both the securitized assets and the
face value of the ABS interests can
materially differ from their relative
value and cost to the sponsor, the
agencies do not believe that a credit risk
retention option based solely on a
comparison of the face value of the
underlying assets and the face value of
the ABS interests would provide
meaningful risk retention consistent
with the goals and intent of section
15G.67

In addition to the measurement and
disclosure requirements applicable to
eligible horizontal residual interests, the
reproposal would have required
sponsors holding their risk retention
through eligible vertical interests to
measure such interests using fair value
and to comply with certain disclosure
requirements. With respect to the
vertical option, the reproposal would
have required that sponsors provide (or
cause to be provided) to potential
investors a reasonable time prior to the
sale of ABS interests in the issuing
entity and, upon request, to the
Commission and its appropriate Federal
banking agency (if any) disclosure of:

o Whether any retained vertical
interest is retained as a single vertical
security or as separate proportional
interests in each ABS interest;

e Each class of ABS interests in the
issuing entity underlying the single
vertical security at the closing of the
securitization transaction and the
percentage of each class of ABS interests
in the issuing entity that the sponsor
would have been required to retain if
the sponsor held the eligible vertical
interest as a separate proportional
interest in each class of ABS interest in
the issuing entity;

o The fair value (expressed as a
percentage of the fair value of all ABS
interests issued in the securitization
transaction and dollar amount (or
corresponding amount in the foreign
currency in which the ABS interests are
issued, as applicable)) of any single
vertical security or separate
proportional interests that would be (or
was retained) by the sponsor at closing,
and the fair value (expressed as a
percentage of the fair value of all ABS
interests issued in the securitization
transaction and dollar amount (or
corresponding amount in the foreign
currency in which the ABS interests are

67 See supra note 52.

issued, as applicable)) of the single
vertical security or separate
proportional interests required to be
retained by the sponsor in connection
with the securitization transaction;

¢ A description of the methodology
used to calculate the fair value of all
classes of ABS interests; and

¢ The key inputs and assumptions
used in measuring the total fair value of
all classes of ABS interests (including
the range of information considered in
arriving at such key inputs and
assumptions and an indication of the
weight ascribed thereto) and the
sponsor’s technique(s) to derive the key
inputs.

Several commenters asserted that the
final rule should not require sponsors to
measure and disclose the fair value of
eligible vertical interests, so long as the
underlying ABS interests have either a
principal or notional balance. The
commenters stated that a 5 percent
interest in the cash flow of each class
would always be equivalent to 5 percent
of each class. In this regard, the
commenters stated that requiring fair
value measurement and disclosures for
the vertical option would be
unnecessary for ensuring compliance
with the rule.

The agencies agree that calculation of
fair value for eligible vertical interests is
unnecessary. The agencies note that
only those sponsors that rely
exclusively on an eligible vertical
interest to meet their risk retention
requirements would not have to
calculate the fair value of the ABS
interests and make the related
disclosures. A sponsor that wishes to
receive credit for any residual interest
that meets the requirements of an
eligible horizontal residual interest
(other than any portion of the residual
retained as part of an eligible vertical
interest) would be required to calculate
the fair value of the ABS interests and
make the related disclosures.

c. Restriction on Projected Cash Flows
to Eligible Horizontal Residual Interest

The reproposal would have placed
limits on projected payments to holders
of the eligible horizontal residual
interest. Specifically, the reproposal
included a restriction on projected cash
flows to be paid to the eligible
horizontal residual interest that would
have limited how quickly the sponsor
would have been able to recover the fair
value amount of the eligible horizontal
residual interest in the form of cash
payments from the securitization (or, if
an eligible horizontal cash reserve
account were established, released to
the sponsor or other holder of such
account). The sponsor would have been
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prohibited from structuring a deal
where it was projected to receive such
amounts at a faster rate than the rate at
which principal was projected to be
paid to investors on all ABS interests in
the securitization. The restriction was
designed with an intention of enabling
sponsors to satisfy their risk retention
requirements with the retention of an
eligible horizontal residual interest in a
variety of ABS structures, including
those structures that do not distinguish
between principal and interest
payments and between principal losses
and other losses. The restriction was
discussed in detail in the reproposal.68

The agencies invited comment in the
reproposal on whether an alternative
provision should be adopted relating to
the amount of principal payments that
could be received by the eligible
horizontal residual interest. Under this
alternative, on any payment date, in
accordance with the transaction’s
governing documents, the cumulative
amount paid to an eligible horizontal
residual interest would not be permitted
to exceed a proportionate share of the
cumulative amount paid to all holders
of ABS interests in the transaction. The
proportionate share would equal the
percentage, as measured on the date of
issuance, of the fair value of all of the
ABS interests issued in the transaction
that is represented by the fair value of
the eligible horizontal residual
interest.69

The agencies received a significant
number of comments regarding the
proposed cash flow restrictions as well
as the alternative approach on which
they invited comment. Several
commenters requested that the proposed
cash flow restriction to the eligible
horizontal residual interest and related
certification be eliminated, either
entirely or for specific asset classes,
while one commenter proposed that the
restriction be eliminated at sunset.

Several commenters suggested that
the proposed restriction on cash flow
distributions would be incompatible
with a variety of securitization
structures, such as those organized to
have increasing overcollateralization
over time, large amounts of excess
spread at closing, or bullet maturities.
Commenters stated that the reproposal’s
failure to distinguish between payments
of interest and principal on the eligible
horizontal residual interest would be
particularly problematic for many
transactions. Such structures
highlighted by commenters included
CMBS, where monthly cash flow comes
predominantly from interest payments

68 Revised Proposal, 78 FR at 57938.
69 See Revised Proposal, 78 FR at 57941.

for much of the life of the securitization,
with the result that these existing
structures would not meet the test and
would not have an economically
attractive eligible horizontal residual
interest (or B-piece) if they did meet the
test. Several commenters also stated that
the proposed cash flow restriction
would be problematic for CLOs and
other structures that use principal
proceeds to reinvest in additional assets,
but continue to pay interest, for
significant reinvestment periods. One
such commenter suggested that the final
rule should specify that the use of
proceeds to acquire new assets and
reinvest does not constitute a payment
with respect to the eligible horizontal
residual interest.

Commenters raised a number of
specific concerns regarding the
calculations and projections that would
be required by the proposed cash flow
restriction. One commenter stated that
the calculations that sponsors would be
required to compare in order to
determine whether restrictions are
required would be too different to make
effective comparison possible. Several
commenters asserted that the
calculations, disclosures, and
certifications required by the proposed
cash flow restriction were incompatible
with revolving structures, since the
asset pools of revolving structures
change over time and the time at which
the amortization period will commence
is not always known at the closing date.
These commenters suggested an
alternative certification and calculation
method for revolving structures.
Another commenter suggested that
when the ABS interest is a variable
funding note that may have periodic
increases and decreases in principal
amount, the date of any increase or
decrease should be treated as a new
issue date for purposes of calculating
the proposed cash flow restriction.

A few commenters asserted that the
proposed cash flow restriction would
significantly change the nature of the
residual structure, since, for many
structures, it would eliminate or
severely restrict the payment of interest
or yield to holders of the eligible
horizontal residual interest. One
commenter stated that if the holder of
an eligible horizontal residual interest is
not able to receive a return
commensurate with the risk of the
interest, the fair value of the interest
will decrease, requiring that it represent
a significantly greater portion of the
capital structure of the securitization in
order to reach 5 percent of the fair value
of all ABS interests issued. Another
commenter asserted that the proposed
cash flow restriction would discourage

sponsors from structuring offerings of
ABS interests with excess spread
exceeding 5 percent of the fair value of
the transaction because the restriction
would effectively prevent sponsors from
reducing such excess spread to 5
percent during the life of the
transaction.

The certifications and disclosures to
investors that would have been required
by the proposed cash flow restriction
were also a focus of concern for
commenters. Several commenters
expressed concern about potential
liability that could result from the
proposed requirement that sponsors
certify to investors that they had
performed the required calculations and
to certify their expectations regarding
the cash flow to the eligible horizontal
residual interest as compared to more
senior ABS interests. Commenters stated
that sponsors could be subject to
liability, if their projections and
assumptions differed from actual
results. One commenter specifically
contended that the difficulty in
accurately modeling prepayment risks
heightens the risk of liability. Two
commenters suggested that a safe harbor
should be granted to protect sponsors
from such liability risk. One such
commenter requested limiting the safe
harbor to sponsors who utilize
reasonable methodologies in making the
required calculations. A different
commenter suggested that, rather than
requiring the sponsor to make the
certifications to investors, the sponsor
should only have to maintain a record
of the closing date calculations,
including the methodology and material
assumptions underlying them, and
make those records available to the
Commission and banking agencies upon
request for five years. One commenter
suggested that the proposed certification
to investors should be replaced with a
requirement that the sponsor disclose to
investors, in the offering documents,
that it has performed and met the cash
flow restriction test.

The agencies also received comments
regarding the proposed requirement that
sponsors would have to disclose their
past performance in respect to the cash
flow calculations. One commenter
raised concern that requiring such
disclosures could create potential
liability issues concerning false
disclosures. Two commenters suggested
a modification to the proposed
requirement such that the sponsor
would have to disclose the number of
payment dates on which the actual
payments made to the sponsor under
the eligible horizontal residual interest
exceeded the amounts projected to be
paid to the sponsor on such payment
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dates. These commenters asserted that
the focus of this disclosure should be on
the cumulative amount of payments
made to the holder of the eligible
horizontal residual interests, rather than
the cash flow projected to be paid to the
sponsor on the payment dates.

Several commenters offered qualified
support for the alternative proposal on
which the agencies invited comment.
Such support was largely based on the
fact that the alternative proposal would
have required the comparison of all
forms of payment to both the eligible
horizontal residual interest and the
investor interests, while the proposed
cash flow restriction would have
required the comparison of all forms of
payment to the eligible horizontal
residual interest and only principal
payments to the investor interests. Two
commenters asserted that, without a
detailed proposal, it is difficult to
determine what type of cash flow
comparisons the agencies intended to
cover with the alternative proposal and
that they would not support any
proposal that does not allow for market
rates of return to be paid to the eligible
horizontal residual interest. One
commenter would support the
alternative proposal if it were modified
to clarify that a residual interest, in
order to be considered an eligible
horizontal residual interest, be limited
in the amount of principal repayments
it may receive, such that the cumulative
amount of payments applied to reduce
its principal or notional balance as of
any payment date is proportionate to (or
less than) the cumulative amount of
payments applied to reduce the
principal or notional balance of all ABS
interests in the transaction as of such
payment date. One commenter
requested a modified version of the
alternative proposal that the commenter
said would be more appropriate for
CMBS transactions. The commenter
asserted that, since CMBS bonds
associated with the horizontal risk
retention interest are sold at a discount,
the alternative proposal should allow
the percentage of cash flow paid to the
horizontal risk retention holder to be
based on the face value, rather than the
fair value, of their purchased interest.

Commenters also offered various
alternative proposals to the proposed
cash flow restriction. One commenter
requested that a sponsor be considered
to have met its risk retention obligation
if it satisfies one of the following tests
on the closing date based on projections
or assumptions of timely payment: (1)
The projected fair value of the amount
retained as of each payment date will
not be less than the required 5 percent;
(2) the level of overcollateralization

calculated based on the amortizing
balance of the ABS interests as of each
payment date, is not projected to
decline below 5 percent over the life of
the transaction; or (3) the projected
principal payments to be paid to the
eligible horizontal residual interest, as
of each payment date, will not exceed
its pro rata share of all payments made
to ABS interest holders on such
payment date. One commenter
suggested that the test should be limited
to a projection that the retained risk will
be equal to at least 5 percent of the sum
of the projected aggregate fair value of
all ABS interests in the issuing entity,
other than the eligible horizontal
residual interest, and the projected fair
value of the eligible horizontal residual
interest.

After careful consideration of the
comments, the agencies agree that the
restrictions on projected cash flow to
the eligible horizontal residual interest
included in the proposed rule would
not operate without significant risk of
unintended consequences. Furthermore,
the agencies have not identified a cash
flow restriction mechanism that would
function effectively across asset classes
without having an unduly restrictive
impact on particular asset classes. While
the agencies could consider different
tests for different classes, the agencies
believe that would lead to a more
complicated rule that could be difficult
to administer and that would likely
engender more opportunity to
undermine the impact of the final rule
on the alignment of interests between
the sponsor and investors. Additionally,
the agencies believe that alternatives
suggested by commenters that proposed
to restrict cash flows based on a
comparison of projections of the face
value of securitized assets and the face
value of outstanding ABS interests
(which do not capture expected credit
losses, among other things) and
alternatives that focused only on
repayment of principal either would be
easily evaded or would not effectively
further the statutory goals and directive
of section 15G of the Exchange Act to
limit credit risk and promote sound
underwriting. Accordingly, the agencies
are not including in the final rule the
proposed cash flow restriction, the
alternative described in the reproposal,
or the alternatives suggested by
commenters.

The agencies are concerned that risk
retention may become less meaningful
when a sponsor quickly recovers the
value of risk retention through
distributions. However, the agencies
note that the final rule requires
disclosure regarding the material terms
of the risk retention interest, and the

timing of cash flows and determination
of fair value, which is designed to
facilitate investor determination of
whether the risk retention interest to be
held by the sponsor remains meaningful
over time. In addition, while the rule
requires that the sponsor measure an
eligible horizontal residual interest only
as of the closing of a transaction (and,
under certain circumstances, if
additional ABS interests are issued
thereafter), the rule also restricts the
ability of a sponsor to transfer or hedge
any interest in the credit risk of the
securitized assets it is required to retain
until the expiration of specified periods.
Therefore, the rule is designed so that
the sponsor remains exposed to the
credit risk of securitized assets, up to
the amount required to be retained. If
the agencies observe that either the
assumptions and methodologies used to
calculate the fair value of horizontal risk
retention or the structuring of
securitization transactions—including
structuring of payments to the residual
interest—tends to undermine the ability
of the risk retention to align the interests
of sponsor and investors, the agencies
will consider whether modifications to
the rule should be made to address
these issues.

2. Master Trusts: Revolving Pool
Securitizations

a. Overview of the Reproposal and
Public Comments

Many securitization sponsors face a
mismatch between the maturities of the
assets they seek to securitize and the
maturities of bonds sought by investors
in the market. In order to obtain best
execution for a securitization of those
assets—or in other cases, in order to
obtain any investor interest in the
market of any kind—the sponsor must
use a structure that transforms the
available cash flow from the assets into
debt with a maturity and repayment
type (amortizing or bullet) sought by
investors. Furthermore, if the sponsor’s
business generates an ongoing stream of
assets to be securitized under these
circumstances, especially (but not
always) if the assets are receivables
generated from revolving credit lines,
the sponsor faces unique challenges in
structuring its securitization.

One solution to these issues, which
has evolved over the last 25 years, is a
type of revolving pool securitization
commonly known as a ‘““master trust”
securitization. Master trusts generally
issue multiple series of asset-backed
securities over time, collateralized by a
common pool of securitized assets. The
transaction documentation requires the
sponsor to maintain the collateral



77624

Federal Register/Vol. 79, No. 247/ Wednesday, December 24, 2014 /Rules and Regulations

balance at an amount that is at all times
sufficient to back the aggregate amount
of outstanding investor ABS interests
with a specified amount of collateral
above that amount. The amount of
outstanding investor ABS interests
changes over time as new series are
issued or existing series are paid down.
Moreover, as each series is issued, it
begins with a revolving period (typically
for some number of years), during
which the holders of investor ABS
interests receive only interest, and cash
from borrower principal repayments on
the securitized assets are used to buy
additional assets for the pool from the
sponsor. This provides the sponsor with
ongoing funding for its operations, and
maintains the level of securitized assets
over time. Then, at a date specified
under the terms of the series, the
revolving phase for the series comes to
an end, and cash from borrower
principal repayments on securitized
assets is used to repay investors and
retire that series of investor ABS
interests.

Separately from the issue of credit
enhancement for the investor ABS
interests, which is discussed below,
investors are concerned that the total
amount and quality of securitized assets
does not decline unacceptably during
the revolving period of the series. If that
were to happen, the master trust could
face difficulties repaying investors
months or years later when the series
matures. To protect against this, the
sponsor is typically required, at various
intervals, to measure the amount by
which the aggregate principal balance of
the securitized assets exceeds the
aggregate principal balance of the
outstanding investor ABS interests. If
this “cushion” of securitized assets falls
below a target level, the sponsor has a
specified cure period in which it may
add more assets to restore the pool to its
required target size.”? Credit quality
problems with the securitized assets
would lead to elevated charge-offs of
securitized assets, which in turn could
cause the pool to fall below the target
level.”1

If the sponsor cannot restore the pool
balance to its required target level
within the cure period, the master trust
commences an ‘‘early amortization
mode.” Once that occurs, the sponsor
may no longer use borrower payments

70Instead of adding assets, the sponsor might also
avail itself of options described in the transaction
documents to reduce or repay outstanding investor
ABS interests.

71The level of securitized assets in the pool might
also fall if securitized assets are repaid according
to their terms and the master trust does not use the
repaid principal to acquire replacement securitized
assets from the sponsor.

on the securitized assets to purchase
additional loans to transfer to the
securitization, and interest and
principal payments on the securitized
assets are used to begin paying down
outstanding investor ABS interests as
rapidly as practicable. The
consequences to the sponsor are
significant, since early amortization of
the master trust means the sponsor will
no longer have access to securitized
funding through the master trust for
future securitized assets generated in
connection with the sponsor’s
operations.

The agencies’ reproposal would have
recognized the “seller’s interest”
retained by a master trust sponsor as an
acceptable form of risk retention to meet
the sponsor’s obligations under the rule.
In many master trusts, the “seller’s
interest” is the amount by which the
outstanding principal balance (or
equivalent measurement) of the assets
held by the master trust exceeds the
outstanding principal balance of the
outstanding ABS interests and is
required by the series transaction
documents to be maintained at or above
a specified percentage of the aggregate
outstanding investor ABS interests,
measured monthly (e.g., the seller’s
interest in the principal balance of pool
collateral is required to equal at least 5
percent of the principal balance of all
outstanding investor ABS interests). The
seller’s interest is not attached to
specific pool collateral; it is an
undivided interest in the entire pool
akin to a participation interest,
representing the sponsor’s entitlement
to a percentage of the total principal and
interest or finance charge payments
received on the pooled securitized
assets for every payment period
(typically monthly). Investors in the
various series of ABS interests issued by
the master trust have claims on the
remaining principal and interest or
finance charge payments, as the source
of repayment for the ABS interests they
purchased from the master trust. The
seller’s interest in these structures is
generally pari passu with the investor
ABS interests, resulting in the sponsor
incurring a pro rata share of credit
losses on securitized assets, in a
percentage amount equal to the
percentage amount of the seller’s
interest as calculated under the terms of
the transaction documents.?2

The agencies’ reproposal would have
treated a pari passu seller’s interest as
a separate form of risk retention. The
reproposal would have allowed this
option to be used only by issuing

72 A 5 percent pari passu seller’s interest is

commonly required in credit card master trusts.